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Series Editor’s Foreword 


The postgraduate program in International Tax Law at the Vienna University 
of Economics and Business Administration is available either as a one-year full- 
time or a two-year part-time program. Students not only attend a vast number of 
courses, for which they prepare papers and case studies, and sit numerous exami- 
nations, they also write their Master’s theses. Writing a thesis is a prerequisite for 
the academic degree “Master of Laws (LL.M.)”. 


The program is set up so that the Master’s theses of one particular program 
cover various aspects of the same general topic. The general topic of the 1999/ 
2000 full-time program was “Electronic Commerce and Taxation”, that of the 
1999/2001 part-time program “Transfer Pricing”. We selected “Partnerships in In- 
ternational Tax Law” as the topic of the 2000/2001 full-time program, “Exemption 
and Credit Methods in Tax Treaties” for the 2001/2002 full-time program, “Per- 
manent Establishment in International Tax Law” for the 2002/2003 full-time pro- 
gram, and “Non-Discrimination Provisions in Tax Treaties” for the 2001/2003 
part-time program. The full-time program 2003/2004 had the general topic “Tri- 
angular Tax Cases” and the full-time program 2004/2005 “Tax Treaty Policy and 
Development”. The part-time program 2003/2005 dealt with “Source versus Res- 
idence in International Tax Law”. The respective Master’s theses were published 
in edited volumes. 


The general topic for the 2005/2006 full-time program was “The Relevance of 
WTO Law for Tax Matters”. A common subject not only encourages students to 
discuss their theses with each other, but also permits supervision of the students in 
accompanying courses. Michael Daly introduced the students to the subject matter 
at the beginning of the year. Judith Herdin- Winter and Ines Hofbauer held seminars 
in which the structure of the papers and the intermediate results were critically 
analyzed. It was with great commitment that they supported the students who were 
preparing their Master’s theses, and their numerous suggestions helped improve 
the quality of the Master’s theses and, as a consequence, the quality of the present 
volume. In both my function as the scientific director of the postgraduate program 
and as the editor of this series I wish to express my gratitude to my two colleagues. 


I am also grateful to the students themselves. They pursued the program with 
great enthusiasm. This postgraduate program not only gave them the opportunity 
to talk to academics and scientifically qualified interns from all over the world and 
to acquire a wealth of knowledge, they also learned how to tackle and solve com- 
plex issues using a structured approach. The Master’s theses now available bear 
witness to this. I hope that the results of these papers will both influence scientific 
discussion and be of use to tax practitioners. 


Michael Lang 


te give® femell a “ea! 


Se <> Gah ce A WTO att om 
GD pe . /Peire- amg oF A ogee 
hires Gee nte-dualt Gr 9 Oh ~) anata we) OC tame 
ellen; aatemlispetbae & (1. 

ee ee ey 
| pee Asap Drage planet on ot are® oh Cale «& 
a «ede ee eee (im sae Gan i) Ine dagh 
sy wwii lregicee! emnibnaw ¢ —_ whee 1 <® Gite 
ree hb Gilet 06 Gees 6 cod BG (eee 
hay Cle Qiogp ae) PRP 4 OHA? wOs@ *mila- 
pee besr ates aye oy al ep weep 
ere reporter ame? Bails <9 + nacre Cpt to eee 

aaberyye 92 aonb Tey: @Rg gtn, OT Masitee berg 
(ou idm ad) ow Ce overt : ie ay ( fl ye Ay lla ac ex 
Am» wins has dé oA! he irs 1a Gia 8 HPA «i 
wwe ofhel'erve ay te y Hey so oem ealy 
cece tomes & ‘ wit bad pial | Ai W @eaetee 
| p16 Awe ood eee, 


we.¢ a 





Editors’ Preface 


The present volume comprises the Master’s theses of full-time students in the 
2005/2006 class of the postgraduate LLM program “International Tax Law” at the 
Vienna University of Economics and Business Administration. The general topic 
of their theses was “The Relevance of WTO Law for Tax Matters”. 


Tax scientists and tax practitioners in recent years have become more and more 
aware of the fact that WTO law may have an influence on national and international 
tax law. This holds true not only for indirect taxes and tax subsidies but also for 
direct taxes. The WTO Agreements, and especially the GATT Agreement with its 
annexed Treaties and the GATS Agreement, contain several explicit provisions on 
the subject of direct and indirect taxes and even on its delimitation from tax treaty 
law. This entails overlap particularly with regard to the law of subsidies, prohibition 
of discrimination, and most-favored-nation obligations. 


This volume is dedicated to the analysis of the intersection between WTO law, 
on the one hand, and national, international and European tax law, on the other 
hand. It aims at highlighting the concept of non-discrimination under the GATT 
and GATS and its tax-relevant carve-out provisions. Furthermore, this volume 
strives to compare the non-discrimination principle in the GATT and GATS with 
the one to be found under DTC and European tax law. An additional goal is to 
examine subsidies under WTO law and to compare it e.g. with the European State 
aid rules or with the OECD’s and EU’s harmful tax competition projects. Lastly, 
a number of theses are devoted to dispute settlement under WTO law and discuss 
to what extent the dispute settlement procedures provided therein are suitable for 
tax actions. 


We considered it our task to provide the students with comments and support 
in writing their papers and to be available as discussion partners. In a seminar we 
organized in May 2006 at the Vienna University of Economics and Business Ad- 
ministration, the students had the opportunity to present and defend their papers. 
However, it was all important to us that the students develop their own ideas. Thus, 
responsibility for the contributions and the views taken therein remains solely with 
the authors. 


It was a great pleasure to work with students coming from different countries 
and different professional backgrounds. We would like to thank the students for 
their commitment and congratulate them on the successful completion of their 
studies. 

We would like to express our gratitude to Linde publishing house for the op- 
portunity to publish the present results of intensive research and discussions — also 
on behalf of all of the authors. As always, the Linde publishing house facilitated 
the publication through their professional and unbureaucratic cooperation. 


Judith Herdin-Winter 
Ines Hofbauer 
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The Relevance of WTO Law for International Tax Law 





I. Overview 


On January 1, 1995 a new international organization was born: the World Trade 
Organization (WTO). Nowadays, it represents the most important multilateral trad- 
ing organization in the world. It deals with different areas of activity such as goods, 
service transactions and intellectual property rights. 


This paper is entirely dedicated to the work of this International Organization 
and the impact of its agreements on international tax law. First, some general re- 
marks about the WTO will be made: definition, objective, members, structure, its 
basic principles (non-discrimination which includes most favored nation and na- 
tional treatment principles, transparency and freer trade), its agreements (GATT, 
GATS, TRIPS, the extra Agreements and Annexes and the Plurilateral Agree- 
ments). 


Then, after this basic outline of the Organization, the relevance of WTO law in 
the international tax law arena will be discussed: First, the general situation will 
be explained and attention will be given to the impact of the WTO agreements on 
direct tax measures, due to the relevance that this specific issue has gained in recent 
years. Therefore, a short description of the Foreign Sales Corporation case (FSC) 
and the case of the Extraterritorial Income Exclusion Act (ETI Act) will be given. 


Finally, and as a result of the above-mentioned discussion, two issues will be 
raised: do the decisions of the WTO violate member states’ sovereignty? And if 
so, is harmonization of international and domestic law a possible solution for a 
WTO member state in order to preserve national sovereignty and at the same time 
comply with its international obligations? 


II. The World Trade Organization 


1. General Remarks 


1.1 Definition 


Because of its importance in the modern era, many scholars have tried to define 
even such a complex organization as the World Trade Organization (WTO). 


Richard Blackhurst states “The WTO is the legal and institutional foundation 
of the multilateral trading system.” 


For Mordechai E. Kreinin and Marcella Schmidt-Levine “The World Trade Or- 
ganization is both a forum for trade negotiations and an instrument for implement- 
ing the results.” 


| Blackhurst, The Capacity of the WTO to Fulfill Its Mandate, in Krueger (ed.) The WTO as 
an International Organization (1998) 31 (32 et seq.). 

2 Kreinin/Schmidt-Levine, The WTO and the International Trading Environment, in Fatemi 
(ed.) International Trade in the 21° Century (1997) 29 (31 et seq.). 
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The Organization itself says that it is: “The place where member governments 
80, to try to sort out the trade problems they face with each other.” or “The Inter- 
national Organization dealing with rules of trade between nations.” 


In fact, there are numbers of ways of looking at the WTO: as an organization 
for liberalizing trade, as a forum for governments to negotiate trade agreements, 
as a place for them to settle disputes or as an operating system of trading rules. 
Nevertheless, in addition to all these different approaches, it is essential to state 
that the WTO is, without any doubt, one of the most important actors in the world 
yg: scene and that the impact of its agreements and decisions is unprece- 

ented. 


1.2 Objective 


For Mordechai E. Kreinin and Marcella Schmidt-Levine the main objective of 
the WTO is “to provide the framework for the conduct of trade among member 
states, including the new aspects of international transactions agreed upon the Uru- 
guay Round.”> 


Paul R. McDaniel states that “The fundamental objective of the General Agree- 
ment on Tariffs and Trade (GATT), the new World Trade Organization and other 
agreements aimed at international free trade is to reduce or remove barriers to 
trade.” 


John H. Jackson mentions that “The World Trade Organization came into being 
for the purposes of assisting governments in the world to better manage problems 
of international economic interdependence.” 


Indeed, the WTO is the only international organization dealing with global rules 
of trade between nations. Its main objective, then, is to ensure that trade flows as 
smoothly and predictably as possible. The goal is to liberalize trade in order to 
improve the welfare of the people of the member countries. 


1.3 Members 


At the moment, the WTO has the following 149 members: Albania, Angola, 
Antigua, Barbuda, Argentina, Armenia, Australia, Austria, Kingdom of Bahrain, 
Bangladesh, Barbados, Belgium, Belize, Benin, Bolivia, Botswana, Brazil, Brunei 
Darussalam, Bulgaria, Burkina Faso, Burundi, Cambodia, Cameroon, Canada, 
Central African Republic, Chad, Chile, China, Colombia, Congo, Costa Rica, Ivo- 
ry Coast, Croatia, Cuba, Cyprus, Czech Republic, Democratic Republic of The 


World Trade Organization, Understanding the WTO (2003) 9. 
Http://www.wto.org/english/thewto_e/whatis_e/whatis_e.htm. January 18, 2006. 
Kreinin/Schmidt-Levine, in Fatemi (ed.) /nternational Trade in the 21 Century, 31 et seq. 
McDaniel, The Impact of Trade Agreements on Tax Systems, in Kirchhof (ed.) Staaten und 
Steuern: Festschrift fiir Klaus Vogel zum 70. Geburtstag (2000) 1105 (1106 et seq.). 
Jackson, Designing and Implementing Effective Dispute Settlement Procedures: WTO Dis- 
pute Settlement, Appraisal and Prospects, in Krueger (ed.) The WTO as an International 
Organization, 161 (161 et seq.). 
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Congo, Denmark, Djibouti, Dominica, Dominican Republic, Ecuador, Egypt, E] 
Salvador, Estonia, European Communities, Fiji, Finland, Former Yugoslav Repub- 
lic of Macedonia, France, Gabon, the Gambia, Georgia, Germany, Ghana, Greece, 
Grenada, Guatemala, Guinea, Guinea Bissau, Guyana, Haiti, Honduras, Hong 
Kong, Hungary, Iceland, India, Indonesia, Ireland, Israel, Italy, Jamaica, Japan, 
Jordan, Kenya, Republic of Korea, Kuwait, Kyrgyz Republic, Latvia, Lesotho, 
Liechtenstein, Lithuania, Luxembourg, Macao, Madagascar, Malawi, Malaysia, 
Maldives, Mali, Malta, Mauritania, Mauritius, Mexico, Moldova, Mongolia, Mo- 
rocco, Mozambique, Myanmar, Namibia, Nepal, the Netherlands, New Zealand, 
Nicaragua, Niger, Nigeria, Norway, Oman, Pakistan, Panama, Papua New Guinea, 
Paraguay, Peru, Philippines, Poland, Portugal, Qatar, Romania, Rwanda, Saint 
Kitts and Nevis, Saint Lucia, Saint Vincent and the Grenadines, Saudi Arabia, Sen- 
egal, Sierra Leone, Singapore, Slovak Republic, Slovenia, Solomon Islands, South 
Africa, Spain, Sri Lanka, Suriname, Swaziland, Sweden, Switzerland, Chinese Tai- 
pei, Tanzania, Thailand, Togo, Trinidad und Tobago, Tunisia, Turkey, Uganda, 
United Arab Emirates, the United Kingdom, the United States of America, Uru- 
guay, Venezuela, Zambia and Zimbabwe.* 


All the above-mentioned members have joined the WTO as a result of negoti- 
ation and therefore have acquired rights and obligations: “they enjoy the privileges 
that other member countries give to them and the security that the trading system 
rules provide. In return, they had to make commitments to open their markets and 
to abide by the rules.”? The WTO is an organization run by its members. All major 
decisions are always tried to be made by consensus by the membership as a whole. 


However, it is also important to state that there are other countries that are now 
negotiating a WTO membership; they are called “observers”. An “observer” status 
allows countries “to participate in the on-going Doha round of international trade 
negotiations, although they may not take decisions on outcomes”!® to learn WTO 
rules and procedures and to receive training and technical assistance. The current 
WTO observer countries are the following: Afghanistan, Algeria, Andorra, Az- 
erbaijan, Bahamas, Belarus, Bhutan, Bosnia and Herzegovina, Cape Verde, Equa- 
torial Guinea, Ethiopia, Vatican, Iran, Iraq, Kazakhstan, Lao People’s Democratic 
Republic, Lebanese Republic, Libya, Montenegro, Russian Federation, Samoa, 
Sao Tomé and Principe, Serbia, Seychelles, Sudan, Tajikistan, Tonga, Ukraine, 
Uzbekistan, Vanuatu, Vietnam and Yemen.!! 


1.4 Structure 


It has already been mentioned that the WTO belongs to its members. These 
members reach consensus through bodies, councils and committees. A general and 
brief overview of WTO institutional structure is presented below. 





8 Http://www.wto.org/english/thewto_e/whatis_e/tif_e/org6_e.htm. January 23, 2006. 

9 World Trade Organization, Understanding the WTO, 105 et seq. 

10 Permanent Mission of the United States in Geneva, The Briefing Book on International Or- 
ganizations in Geneva (2004) 70, 

11 Http:/Avww.wto.org/english/thewto_e/whatis_e/tif_e/org6_e.htm. January 24, 2006. 
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The highest authority in the system is the Ministerial Conference, composed 
of representatives of all member countries, and which has to meet at least once 
every two years. “The Ministerial Conference can take decisions under any of the 
multilateral trade agreements.””!? 


_ Even though the WTO is governed by the Ministerial Conference, its daily work 
is guided by the General Council, which also meets in two other forms: “The Dis- 
pute Settlement Body to oversee the dispute settlement procedures and the Trade 
Policy Review Body which conducts regular reviews of WTO members’ trade pol- 
icies and practices.”'* All three consist of all WTO members and they report to the 
Ministerial Conference. 


The WTO also has three main councils that handle different areas of trade and 
report to the General Council: The Council for Trade in Goods, The Council for 
Trade in Services and The Council for Trade-Related Aspects of Intellectual Prop- 
erty Rights. “As their names indicate, the three are responsible for the workings 
of the WTO agreements dealing with their respective areas of trade. They consist 
in all WTO members. The three also have subsidiary bodies dealing with specific 
subjects.”'* In addition, there are six other bodies that report to the General Coun- 
cil. They are called “committees” and they deal with issues such as: trade and de- 
velopment, the environment, regional trading arrangements and administrative is- 
sues. 


Finally but no less important, the WTO has a Secretariat, located in Geneva. It 
is headed by a Director-General? and its responsibilities include: “Administrative 
and technical support for WTO delegate bodies for negotiations and the implemen- 
tation of agreements, technical support for developing countries and specially for 
the least developed, trade performance and trade policy analysis by WTO econo- 
mists and statisticians, assistance from legal staff in the resolution of trade disputes 
involving the interpretation of WTO rules and precedents, dealing with accession 
negotiations for new members and providing advice to governments considering 
membership.”!® 


Having briefly reviewed the nature and institutional structure of the World 
Trade Organization, it is time to analyze the principles and legal texts that govern 
its daily activity. 


2. Basic Principles of the Trading System 


The WTO is a complex international organization because it covers a wide 
range of activities. But a number of simple principles are the foundation of the 
multilateral trading system. According to these principles, the system should be 
without discrimination, freer and transparent. 





12 World Trade Organization, Understanding the WTO, 101 et seq. 

13 Blackhurst, in Krueger (ed.) The WTO as an International Organization, 33 et seq. 

'4 World Trade Organization, Understanding the WTO, 102 et seq. 

‘5 [tis important to state that since September 2005 Mr. Pascal Lamy (France) is the Director- 
General of the World Trade Organization. 

6 World Trade Organization, Understanding the WTO, \07 et seq. 
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2.1 Non-discrimination 


The general non-discrimination principle is divided in two: most-favored na- 
tion (MFN) treatment and national treatment (NT). 


Most-favored-nation treatment: Under this principle, countries should not 
discriminate between their trading partners. Concessions accorded to one country 
should be granted to all other WTO members. 


This principle is found in Article I of the General Agreement on Tariffs and 
Trade (GATT), in Article II of the General Agreement on Trade in Services (GATS) 
and in Article 4 of the Agreement on Trade Related Aspects on Intellectual Prop- 
erty Rights (TRIPS). 


National treatment: Imported and locally produced goods should be treated 
equally. The same applies to foreign and domestic services and to foreign and local 
trademarks, copyrights and patents. The principle can be found in Article III of the 
General Agreements on Tariffs and Trade (GATT), in Article X VII of the General 
Agreement on Trade in Services (GATS) and in Article 3 of the Agreement on 
Trade Related Aspects on Intellectual Property Rights (TRIPS). 


2.2 Freer trade 


It has already been stated that the fundamental objective of the WTO is to reduce 
or remove barriers of trade. Paul R. McDaniel states that “these barriers take many 
forms: tariffs, quotas, technical barriers, voluntary import and export restraints, 
import expansions and export subsidies and that they have a common feature: they 
differentiate between foreign and domestic producers of goods and suppliers of 
services and capital, either imposing heavier burdens on the foreigners, thus re- 
ducing (or preventing) access to the domestic market, or by subsidizing exports of 
goods or imports of capital.”!” 


Therefore, under the principle of free trade, the WTO tries to lower trade bar- 
riers through negotiation. Free trade has been encouraged through the eight rounds 
of negotiation that have taken place since GATT’s creation in 1947 '* and the re- 
sults, so far, have been satisfactory. 


2.3 Transparency 


According to Martin G. Hu, this principle “requires member countries to timely 
publish and maintain transparency of trade-related laws, regulations, judicial de- 
cisions and administrative rulings.”!” 





17 McDaniel, in Kirchhof (ed.) Staaten und Steuern: Festschrift fiir Klaus Vogel zum 70. Ge- 
burtstag, 1106 et seq. 

18 World Trade Organization, Understanding the WTO, 11 et seq. 

'9 Hu, WTO's impact on the rule of law in China, Mansfield Dialogues in Asia (2002) 101 
(101). 
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As we can see, the WTO requires transparency and accessibility of trade law. 
It encourages the member countries to make their trade rules as clear and as public 
as possible. Transparency helps the trading system to be predictable and stable. 


The principle of “transparency” can be found in Article X of the General Agree- 
ment on Tariffs and Trade (GATT) and in Article III of the General Agreement on 
Trade in Services (GATS). 


3. WTO Law 


ss) 
- 


“The World Trade Organization is a system based on rules.”° These rules are 
actually negotiated agreements. The WTO agreements cover goods, services and 
intellectual property rights. Therefore, WTO law is mainly formed by the General 
Agreement on Tariffs and Trade (GATT), the General Agreement on Trade in Serv- 
ices (GATS), the Agreement on Trade Related Aspects on Intellectual Property 
Rights (TRIPS), extra agreements and annexes dealing with the special require- 
ments of specific sectors or issues and the Pluritaleral Agreements. 


3.1 The General Agreement on Tariffs and Trade 


The General Agreement on Tariffs and Trade (GATT) is “a multilateral treaty 
designed to provide an international forum that encourages free trade between 
member states by regulating and reducing tariffs on trade goods and by providing 
a common mechanism for resolving trade disputes.””*! 


Indeed, the GATT ts only concerned with trade in goods and aims to liberalize 
trade in goods through the reduction of trade barriers and to eliminate discrimina- 
tion. It constitutes, perhaps, the most important agreement in the WTO. Its provi- 
sions consist of 38 articles. 


3.2 The General Agreement on Trade in Services 


The General Agreement on Trade in Services (GATS) “extends to all forms of 
international trade in services, representing, therefore, a major factor for a large 
sector of world economy.” 


The GATS is the most important set of multilateral provisions governing inter- 
national trade in services** and was developed in response of the huge growth of 
the services area in the past years and its promising future. It 1s formed by 29 articles 
(32, if three bis articles are counted separately). 


20 World Trade Organization, Understanding the WTO, 23 et seq. 

21 Silverman/Stacey, Understanding “Patense”- a Patent Glosary, JOM Journal 1996, 77 (77). 

22. World Trade Organization Secretariat: Trade in Services Division, An introduction to the 
GATS (1999) 1 (1). 

23 Jt is important to note that the GATS covers services such as banking, telecommunications, 
tourism, professional services, etc. 
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3.3 The Agreement on Trade-Related Aspects of Intellectual Property Rights 


The Agreement on Trade-Related Aspects of Intellectual Property Rights 
(TRIPS) “introduced intellectual property rules into the multilateral trading system 
for the first time.”4 


The TRIPS is the WTO agreement that deals with intellectual property. It covers 
the following areas: copyright and related rights, trademarks, geographical indi- 
cations, industrial designs, patents, layout-designs of integrated circuits and un- 
disclosed information, including trade secrets. Its text is formed by 73 articles. 


3.4 Extra Agreements and Annexes 


As already mentioned, the GATT and GATS are the WTO agreements that deal 
with trade in goods and services, respectively, but they are not the only ones. There 
are some agreements and annexes that concern particular aspects or sectors of trade 
in goods and services. 


For goods:*>Agreement on Agriculture, Agreement on the Application of San- 
itary and Phytosanitary Measures, Agreement on Textiles and Clothing, Agree- 
ment on Technical Barriers to Trade, Agreement on Trade-Related Investment 
Measures, Anti-Dumping Agreement, Agreement on Customs Valuation, Agree- 
ment on Preshipment Inspection, Agreement on Rules of Origin, Agreement on 
Import Licensing Procedures, Agreement on Subsidies and Countervailing Meas- 
ures and Agreement on Safeguards. *° 


For services (the GATS annexes): Annex on Movement of Natural Persons Sup- 
plying Services under the Agreement, Annex on Air Transport Services, Annex 
on Financial Services, Annex on Negotiations and on Maritime Transport Services, 
Annex on Telecommunications and Annex on Negotiations on Basic Telecommu- 
nications.*/ 


3.5 The Plurilateral Agreements 


After the Uruguay Round, four agreements remained, which had a narrower 
group of signatories and which are known as the “Plurilateral Agreements”. These 
are: “Agreement on Trade and Civil Aircraft”, “Agreement on Government Pro- 
curement’’, “International Dairy Agreement” and “The International Bovine Meat 
Agreement.””® The first two agreements are still in force, the last ones were ter- 
minated in 1997. 





24 World Trade Organization, Understanding the WTO, 39 et seq. 

25 All these agreements are listed in Annex 1A to the Marrakesh Agreement Establishing the 
World Trade Organization (hereinafter the WTO Agreement). 

26 United Nations: Conference on Trade and Development, GATT 1994 (2003) 7. 

27 World Trade Organization Secretariat: Trade in Services Division, An introduction to the 
GATS, 10. 

28 Http://www.wto.org/english/docs_e/legal_e/legal_e.htm. February 28, 2005. 
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Once a basic knowledge about the World Trade Organization has been acquired, 


it is pertinent to analyze the impact of its legal texts on the international tax law 
arena. 


Ill. The Relevance of WTO Law for International Tax Law 


1. General Remarks 


As already discussed, the principal objective of the WTO is to reduce barriers 
of trade. These barriers can take different forms such as tariffs, quotas, technical 
barriers, voluntary import and export restrains, import expansions and export sub- 
sidies. What has to be addressed here is that sometimes one member country’s tax 
law or tax treaty provisions may constitute, in the eyes of the WTO, a barrier for 
trade and therefore an infringement of the international trade rules. 


Although WTO disputes on indirect taxes’? are in the majority compared to 
the ones on direct taxes, this part of the paper focuses on direct taxation in order 
to show the real impact of WTO agreements on international tax law. This is a 
topic that, in recent times, has been frequently discussed in the international 
media.*° 


2. The Impact of WTO Law on Direct Taxation 


Indeed, direct tax provisions of one member country may be challenged by 
other member states as a barrier to trade, principally taking the form of a “prohib- 
ited subsidy”, i.e. an “export subsidy”?! which discriminates, according to inter- 





29 Disputes over indirect taxes have mainly involved alleged differential treatment of imported 
goods (including periodicals, alcoholic beverages, automobiles, and integrated circuits) in 
relation to like domestic products; in violation of Article II] GATT (National Treatment on 
Internal Taxation and Regulation). See Korea Taxes on Alcoholic Beverages WT/DS75/R. 
The Panel Report is dated 17 September 1998 and the Appellate Body’s Report is dated 18 
January 1999, Canada Certain Measures Concerning Periodicals WT/DS31/R. The Panel 
Report is dated 14 March 1994 and the Appellate Body’s Report is dated 30 June 1997, China 
Value-Added Tax on Integrated Circuits WT/DS309/R agreement reached by the parties. 

© See e.g. Lennard, The GATT 1994 and Direct Taxes: Some National Treatment and Related 
Issues, in Lang/Herdin/Hofbauer (eds.) W7O and Direct Taxation (2005) 73; Sorensen, Di- 
rect Taxation and the WTO Agreements, European Taxation 2002, 206 (206) and Daly, The 
WTO and Direct Taxation (2005), 1 (1). 

‘! -Youngjin Jung states in his article “How far should the WTO reach into income tax policies”, 

Journal of International Taxation 2005, | (4) that the WTO drafters apparently believed that 

the central issue in income tax policy is export subsidies. The illustrative list of prohibited 

subsidies under the WTO Agreement on Subsidies and Countervailing Measures includes a 

provision that prevents national governments from exempting or deferring certain income 

taxes contingent on export performance. In contrast, the WTO drafters apparently took the 
view that exemption or rebate of indirect taxes on exports should be recognized under the 


destination principle. 
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national trade principles, between domestic and imported goods. “Today, the rules 
on subsidies are found in the Agreement on Subsidies and Countervailing Meas- 
ures (The SCM Agreement)”.*? Consequently, the SCM Agreement is, nowadays, 
the WTO legal text that has the most significant impact on a member state’s direct 
tax provisions.*> The Agreement defines what constitutes a subsidy (i.e. a financial 
contribution by a member of the WTO or by any public body within the territory 
ofa Member which confers a benefit)*4 and categorizes prohibited and permissible 
subsidies. Export subsidies (that is, those contingent on export performance) and 
subsidies contingent on the use of domestic over imported goods are, as mentioned 
above, prohibited. *° 


The most relevant cases in this particular field are, without a doubt, the Foreign 
Sales Corporations (FSC) case and the Extraterritorial Income Exclusion Act (ETI 
Act) case.*® 


2.1 The Foreign Sales Corporations Case (FSC) 


In the case concerning the U.S. tax treatment of foreign sales corporations, “the 
European Union, following unsuccessful consultations with the U.S., asked the 
WTO to investigate the validity under international trade law of the U.S. Foreign 
Sales Corporation rules pursuant to which U.S. companies with subsidiaries locat- 
ed in certain low tax countries, obtain a tax reduction for the sale abroad of products 
largely made in the U.S.”.3’ Then, after reviewing the case, both the Panel and the 
Appellate Body concluded that the FSC rules contravened the SCM Agreement.*® 


2.2 The Case of the Extraterritorial Income Exclusion Act (ETI Act) 


On 15 November, 2000, the United States promulgated the Extraterritorial In- 
come Exclusion Act (ETI Act) as a way to comply with the WTO’s ruling in the 
FSC case. The European Union once again considered that the new act violated 
the provisions of the SCM Agreement and asked the WTO to analyze it. “The panel 
report was given on 20 August 2001. The case was then brought before the Ap- 





32, Sorensen, European Taxation 2002, 206. 

33 Tt is important to state that in the ETI Act case, both the Panel and the Appellate Body found 
that Art. III:4 of the 1994 GATT Agreement had been also contravened. Other than that 
determination there are no precedents that illustrate the application of other WTO agreements 
to tax regulations. 

34 Article 1 of the Agreement on Subsidies and Countervailing Measures. 

35. Article 3 of the Agreement on Subsidies and Countervailing Measures. 

36 [t is important to note that in 1976 four cases were brought before the existing GATT dispute 
settlement system. They were called the “Tax Legislation Cases” and involvied the United 
States, France, Belgium and the Netherlands. Although they were not decided under the new 
Dispute Settlement Body, they provide a background for the FSC/ETI cases. The four cases 
were found to be contrary to the provisions in Art. XVI of that period’s GATT Agreement. 

37. McDaniel, in Kirchhof (ed.) Staaten und Steuern: Festschrift fiir Klaus Vogel zum 70. Ge- 
burtstag, 1109 et seq. 

38 See United States Tax Treatment for Foreign Sales Corporations WT/DS108/R, The Panel 
Report is dated 8 October 1999 and the Appellate Body’s report is dated 24 February 2000. 
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pellate Body, which published its report on 14 January 2002.”° Both characterized 
ETI as a “prohibited subsidy” and considered that it also violated Article II1:4 of 
the 1994 GATT Agreement. The United States once again had to modify its tax 
law in order to comply with its international obligations. 


In connection with the above, Michael Daly states: “In October 2004, after more 
than two years of complex negotiations between the House and Senate, the U.S. 
Congress passed a legislation to repeal the FSC/ETI and replace it with a new cor- 
porate tax law, which provides for the phasing out of the FSC by 2007 and its 
replacement with U.S. 318 billion dollars in tax relief for domestic manufacturing, 
U.S. multinationals, and a wide range of other industries and businesses. The new 
legislation called the American Jobs Creation Act of 2004,4° which some have 
described as the most significant corporate tax bill since 1986, was signed into law 
by the president on 22 October 2004."*! 


The previously mentioned cases acquire great relevance because they were the 
first ones to be decided by the new WTO’s Dispute Settlement Body on the issue 
of the compliance of direct tax provisions with WTO agreements.*? One problem 
arises: Will these rulings establish a precedent in forthcoming cases related to direct 
tax issues? At the moment there are several pending cases*? that can be decided 
following the same criteria. Karsten Engsig Sorensen gives the following descrip- 
tion of the cases: 


“1. A case against France concerning the possibility of deducting certain start up 
costs associated with setting up activities abroad. The United States claims this is 
an unlawful export subsidy. The same case involves rules that allow French under- 
takings to make a special reserve in their tax accounts that corresponds to the risk 
connected with making exports sales on credit. The United States also believes that 
this regulation contravenes the SCM Agreement. 


2. A case brought against Ireland concerning the taxation of “special trading hous- 
es” which according to the United States, are subject to low taxation in respect of 
income derived from the export of goods. 


3. A case brought against Greece concerning the possibility of export companies 
obtaining a special tax allowance corresponding to a percentage of their export 
income. 

3 Sorensen, European Taxation 2002, 210. 

40 This Act also contravened the Agreement on Subsidies and Countervailing Measures. 

4! Daly, The WTO and Direct Taxation, 11. 

42 However, these cases have their origin in a number of tax cases of the 1970s. The 1976 “Tax 
Legislation Cases” were brought before the then existing GATT dispute settlement system. 
The most important of them was the “US DISC case” regarding the violation of the provisions 
established in Art. XVI of the GATT Agreement by the United States Domestic International 
Sales Corporation Legislation. In response to the DISC case, the United States brought 
France, Belgium and the Netherlands before the former dispute settlement system, alleging 
that these countries also had tax measures that contravened GATT provisions. 

43. The cases were brought by the United States before the Dispute Settlement Body in which 
it claimed that the tax provisions of some European Countries violate the SCM Agreement. 
At the moment, there are no panel reports on these pending cases and information about 
them is only available in summary form. 
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4. A case brought against the Netherlands concerning a special report reserve that 
is allowed for income which is derived from exports, and 

5. A case against Belgium concerning a special tax deduction of BEF 400,000 that 
is granted to companies that appoint a person to supervise the company 8 export 
activities. 44 


This phenomenon leads to the following questions: Do these WTO rulings vi- 
olate national sovereignty? And, if so, what would be a possible solution for a 
member state in order to protect its sovereignty regarding its tax system and to 
comply with its international obligations within the WTO at the same time? These 
issues will now be addressed. 


3. Do the Decisions of the WTO Violate Member States’ Sovereignty? 


A tax system is, without a doubt, a country’s primary source of revenues, al- 
lowing the country to perform all its essential activities; consequently, it is also 
closely guarded as an aspect of its national sovereignty. 


Therefore, if an International Organization such as the WTO determines that 
one of its member states has to change its tax provisions, should that be considered 
an invasion of that country’s sovereignty? To answer this question, it is important 
first to define what sovereignty is. 


A state, in order to be constituted as such, requires a supreme power that does 
not recognize any other power above it that may condition its activities in all 
spheres. This power is defined by different authors as “sovereignty”. Verdross 
states that a sovereign state is a perfect human community, capable of ruling itself 
in an independent way through its own juridical system.* 

César Carlos Garza states that the term sovereignty implies the capacity of 
self-regulation and self-limitation, which means the power to neither be questioned 
nor conditioned by other entity.4° Jean Bodin states that sovereignty is the absolute 
and perpetual power of a Republic.*’ 

Indeed, sovereignty is seen by scholars as an unlimited and unquestionable 
power that a state has in order to determine its own rules and organization without 
any foreign intervention. But, in tax matters, what do experts think about this spe- 
cific issue? 

Youngjin Jung states: “Since a national tax system lies at the very heart of na- 
tional sovereignty, it can be argued that national governments are not in position 
to relinquish or compromise their taxing jurisdiction to international institutions. 
The majority of government functions, such as promoting a clean environment, 
protecting human labor rights, and maintaining a competitive market, are made 
possible by virtue of financial resources accumulated by tax collection.”48 





44 Sorensen, European Taxation 2002, 211. 

45 Verdross, Derecho Internacional Publico (1967) 35. 
46 Garza, Derecho Constitucional Mexicano (1997) 5. 
47 Bodin, Les six livres de la République (1970) 24. 

48 Jung, Journal of International Taxation 2005, 1. 
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Paul R. McDaniel states: “Certainly few issues touch more sensitive sovereign- 
ty issues than taxation. Probably every country views its fiscal system as sacrosanct 
from invasion by other nations or international bodies.” 


Scott C. Tips states: “If the WTO can dictate change in our tax laws, then you 
can be absolutely certain that all of our legislation is vulnerable to international 
dictates. The precedent has been established and will continue to be reinforced in 
the future. Eventually, we will all forget how laws used to be made and come to 
~~ thet non democratic WTO and other international body dictates are nor- 
mal.” 


To recapitulate, it is clear that WTO decisions regarding tax issues (especially 
in the previous-mentioned direct tax cases) violate member states’ sovereignty, 
due to the fact that few things are as central to a country’s sovereignty as how it 
raises revenues. Taxes are the lungs and the heart of a country; without them a 
country can neither develop its principal functions nor reach its main goals. 


But now a final issue arises: what about member states’ international obliga- 
tions within the WTO? Are these members entitled to ignore, on sovereignty-vio- 
lation grounds, WTO rulings on tax matters? Or can national sovereignty be com- 
patible with international obligations? This issue will be now discussed. 


4. Harmonization of International and Domestic Law: a Possible Solution 


On the one hand, it has been said that WTO decisions concerning tax issues 
violate member states’ sovereignty but, on the other hand, it is important to remark 
that these member states also have to comply with its WTO international obliga- 
tions, because they have committed themselves to do so, when they decided to be 
a part of this International Organization. Is there any possible solution to this in- 
ternal law-international law dilemma? From my point of view it seems there is. 


I see a state as a unit that manifests itself through relationships of equity and 
independence in the international arena and through relationships of supremacy at 
the internal level. Therefore, I believe strongly in the harmonization of domestic 
and international law. But, how can this be achieved? In my opinion, by applying 
one of the most important articles of the Vienna Convention on the Law of Treaties 
between States and International Organizations or between International Organi- 
zations®' and consequently of international law: Article 26 “Pacta sunt servan- 
da’ ** which states: “Every treaty in force is binding upon the parties to it and must 
be performed by them in good faith.” Understanding by good faith or “bona fide’”** 
the loyalty and honesty that has to prevail between the parts.*4 


49 McDaniel, Trade Agreements and Income Taxation: Interactions, Conflicts and Resolutions, 
Tax Law Review 2004, | (33). 

50 Tips, International Law Trumps Domestic Law, The Whole Foods Magazine 2001, | (2). 

S| Signed at Vienna, 21 March 1986. 

52 The phrase “pacta sunt servanda” means: The agreements must be executed and fulfilled. 

53 Latin term used for “good faith”. 

54 Ramirez. La buena fe en los contratos internacionales, Anuario Mexicano de Derecho Inter- 


nacional 2006, 785 (786). 
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As a result, a WTO member state must, in accordance with the principles of 
pacta sunt servanda and good faith, review its internal tax law and in exercise of 
its Own national sovereignty change all the tax provisions that contravene interna- 
tional free trade principles and regulations, and in this way comply with its inter- 
national obligations. 


In this way, a WTO member state will have the possibility to fulfill its duty at 
the international level but still remain sovereign. A self-review of the internal tax 
law and a modification of those tax provisions that may constitute a barrier to trade 
are suggested. Of course, to implement a measure like this calls for a great amount 
of effort and compromise from the member states, but in my opinion it is possible 
for them to do this. Honesty, loyalty and good faith must be encouraged as a show 
of respect for the international community and for the free trade system. 


LV. Conclusions 


In summary, the WTO is the international organization that deals with the rules 
of trade between nations at a global level, and, in consequence, constitutes one of 
the most important actors in the world economic scene. The impact of its agree- 
ments and rulings nowadays is unprecedented. This impact has reached the inter- 
national tax law arena in both indirect and direct taxation, but it is this last field 
the one that has caught the attention of the international media in recent years be- 
cause of the FSC and ETI Act cases involving internal/international law issues. 


On the one hand, it is clear that WTO rulings in tax matters violate member 
states’ sovereignty, due to the fact that few things are as central to a country’s 
sovereignty as how it raises revenue. Taxes are the blood of a country; without 
them a country can neither develop its principal functions nor reach its main ob- 
jectives, but, on the other hand, member states have to comply with their WTO 
international obligations, because they have committed themselves to do so. 

As mentioned, I see a state as a unit that manifests itself through relationships 
of equity and independence in the international arena and through relationships of 
supremacy at the internal level. Therefore, I strongly believe in the harmonization 
of domestic and international law. In order to achieve this, I encourage the appli- 
cation of two important international principles contained in Article 26 of the Vi- 
enna Convention on the Law of Treaties between States and International Organ- 
izations or between International Organizations: pacta sunt servanda and good 
faith. Based on those principles, a WTO member state must make a self-review of 
its internal tax law and a modification of those tax provisions that may constitute 
a barrier to trade. In this way, it can act as a sovereign state and comply with its 
international obligations at the same time. Otherwise, it could be effectively sued 
by other member states and, afterwards, if the ruling is not favorable to it, be subject 
to trade sanctions and penalties. 

For many people this suggestion may be unrealistic, and for the member states 
it will represent a considerable amount of effort, but I think it is time to act in the 
international community as was originally planned: based on the principles of hon- 
esty, loyalty, respect, and good faith. 
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I. Introduction 


In the extremely competitive world-wide market place and given globalization 
and increasingly international trade issues, how to organize and liberalize interna- 
tional trade has become more and more relevant. Through its multilateral agree- 
ments (e.g. the GATT, GATS) the WTO, ! as a global organization aiming at achiev- 
ing liberalization and promotion of international trade, has had a sizeable influence 
on international trade. It is likely that this will increase in the future. 


The GATT platform, together with other tax-oriented multilateral and bilateral 
arrangements (e.g. double tax treaties) and national tax systems themselves may 
cause potential conflicts and mutual incompatibility.2 Among the topics encom- 
passing the relation between direct taxation and the WTO’s agreements, the appli- 
cation of the GATT to direct taxes has been subject to lively discussion? and dis- 
putes* in recent years. 


This master’s thesis focuses on the issue of whether the GATT is generally 
applicable to direct taxes. More specifically, it seeks an answer for the question as 
to whether and to which extent Art. I and Art. II1 GATT apply to direct tax meas- 
ures imposed by legislation of individual nations. The purpose of this thesis is to 
give a general view of the interpretation of these articles and to decide whether 
there are grounds in these articles to cover direct taxes and, if so, to identify po- 
tential areas of incompatibility. 


II. GATT Principles 


One of the main principles of the WTO 1s non-discrimination. The main objec- 
tive of this principle is that the equal treatment with respect to any trade policy 
measure imposed by one country is applied towards other member countries. The 
same treatment must be pursued in dealing with all contracting states. This is 
known as Most-Favoured-Nation Treatment (MFN). Also, no discrimination may 
arise between domestic and foreign products. This is known as National Treatment 
(NT). In the GATT, these two underlying principles regarding MFN and NT are 
encompassed in Art. I and Art. III, respectively. 


1. Most-Favoured-Nation Treatment 


MEN treatment in Art. I provides for non-discrimination between contracting 
parties requiring that: “any advantage, favour, privilege or immunity granted by 





| Although established only on | January 1995, the WTO’s conceptual framework on trading, 
embedded in the General Agreement on Tariffs and Trade (GATT), has existed since 1948, 
with its updated version known as the GATT 1994. 

2 Hofbauer, To What Extent does the OECD Harmful-Tax-Competition Project Violate the 
Most-Favoured-Nation Obligations under WTO Law?, European Taxation 2004, 400 (402). 

3 Van Thiel, General Report, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation (2005) 
13 (19-20). 

4 Daly, The WTO and Direct Taxation, Discussion Paper No. 9, June 2005, 9. 
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any contracting party to any product originating in or destined for any other country 
shall be accorded immediately and unconditionally to the like products originating 
in or destined for the territories of all other contracting parties.” 


It is apparent from the text that such a treatment should principally apply to 
custom duties and charges of any kind with a specific reference that only such 
measures are Covered which are imposed on or in connection with importation or 
exportation of products.° Further, reference is made to provisions of paras. 2 and 
4 of Art. III extending the application of Art. I to all matters referred to therein. 
Finally, certain exceptions to the MFN treatment are covered by paras. 2 to 4 of 
Art. 1. 


2. National Treatment 


The general NT provision included in para. | of Art. III focuses on the move- 
ment of goods and the main objective in the free trade of goods on a cross-border 
level among nations of eliminating any preferences for individual nations and any 
protection of domestic production. The provision requires that: “internal taxes and 
other internal charges, and law, regulations and requirements affecting the internal 
sale, offering for sale, purchase, transportation, distribution or use of products, and 
internal quantitative regulations requiring the mixture, processing or use of prod- 
ucts in specified amounts or proportions, should not be applied to imported or do- 
mestic products so as to afford protection to domestic production”.’ 


In para. 2 of Art. III the same treatment of “like products” is required, with the 
specific stipulation of its application to internal taxes and any charges in a direct 
or indirect manner. Further, paras. 4 to 7 of Art. III refer to the non-discriminatory 
application of laws, regulations and requirements affecting sale, transportation, 
distribution or use between foreign and domestic production. Certain exceptions 
from NT are covered by paras. 8 to 10 of Art. III. 


I1I. Application of the GATT to Direct Taxes 


At least from an historical point of view, the potential application of the GATT 
to direct taxes can be seen as being fairly disputable.* In 1968, a Working Party 
was established under the GATT to examine and prepare a Report on Border Tax 
Adjustments.’ The purpose of the review was to examine provisions of the GATT 
relevant to tax adjustments concentrated on the legislative history of the rules and 
their interpretation. The Working Party presented, inter alia, the following conclu- 


5 Para. | of Art. | GATT. 

6 Daly, The WTO and Direct Taxation, Discussion Paper No. 9, 4. 

? Para. | of Art. II] GATT. 

8 Daly, The WTO and Direct Taxation, Discussion Paper No. 9, |. See also Hofbauer, European 
Taxation 2004, 401-402. 

» Report by the Working Party on Border Tax Adjustments, adopted on 2 December 1970, L/ 


3464. 
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sion with respect to its review of the distinction between eligibility of direct and 
indirect tax measures for border tax adjustments: !° 


“The Working Party recognized that the problem of structural differences in taxa- 
tion and the question as to what extent indirect taxes and direct taxes were shifted 
into commodity prices was full of difficulty and of a very complex nature. No con- 
clusions were reached.” 

The issue of the application of the GATT to direct taxes has been addressed by 
various authors over recent years, although no unequivocal and consistent conclu- 
sions were reached.!! The following overview tries to identify arguments to support 
the view that Arts. I and III GATT may be considered to apply to direct taxes. 


1. Direct Taxes 
For purposes of Arts. I and II and the rest of the treaty, the GATT does not 


provide for any specific definition of the term “taxes”.!? It merely mentions, inter 
alia, internal taxes, internal charges and regulations referring to their direct or in- 
direct application. In order to examine the potential application of these articles to 


direct taxes, a definition of direct taxes has to be found. 
Asa guideline, a definition adopted by the GATS may be used, providing that: !+ 


“Direct taxes comprise all taxes on total income, on total capital or on elements 

of income or of capital, including taxes on gains from the alienation of property, 

taxes on estates, inheritances and gifts, and taxes on the total amounts of wages or 

salaries paid by enterprises, as well as taxes on capital appreciation”. 

Generally, the direct taxation concept of most countries includes the taxation 
of residents on a world-wide basis while non-residents are taxed on domestic 
source income only. Unlike under the GATT, the main focus is to levy tax on in- 
come or property while it is broadly understood that income taxes do not apply to 
products. !* It can be concluded that the object of the focus of the GATT (products) 
and direct taxation (income, property) is different and that the direct overlap of 
these two concepts cause uncertainty about the interpretation. 


2. Relevant Provisions of Arts. I and III and Their Application 


When reviewing the application of the GATT to direct taxes, firstly relevant 
provisions of Arts. I and III need to be found. For purposes of this review, provi- 
sions that may be of relevance include, in particular, para. 1 of Art. I with respect 
to MFN and provisions of paras. | to 2 and 4 of Art. III as far as NT is concerned. 





10 Report on Border Tax Adjustments, para. 22. 

11 For instance, Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation; Daly, The WTO and 
Direct Taxation, Discussion Paper No. 9; Schén, World Trade Organization Law and Tax 
Law, Bulletin for International Fiscal Documentation 2004, 283. 

12 Schén, Bulletin for International Fiscal Documentation 2004, 287. 

13 Art. XXVIII (0) GATS. 

14 For instance, Jackson, World Trade and the Law of GATT (1967) 297. 
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2.1 Application of Art. | GATT 
From reading para. | of Art. | it is apparent that violation of this provision may 
occur if any advantage, favour, privilege or immunity which is not accorded “un- 


conditionally” and to all “like products” is granted. Before proceeding with this 


analysis, it is firstly necessary to review which measures are subject to para. | of 
Art. 1. 


This paragraph explicitly mentions “customs duties and charges of any kind”, 
which generally should not be construed to cover direct taxes. What is, however, 
of more relevance is the cross-reference made to paras. 2 and 4 of Art. II. These 
require that “all matters” covered in these paragraphs are also considered to be 
relevant for the review of any violation of Art. I. 


2.2 Application of Art. IIL GATT 


In the examination of any violation of Art. III, the case law indicates that the 
textual interpretation should be followed when reviewing its particular paragraphs. 
The Appellate Body in its report on Japan — Alcoholic Beverages'* said: 


“The terms of Article Ill must be given their ordinary meaning — in their context 
and in the light of the overall object and purpose of the WTO Agreement. Thus, the 
words actually used in the Article provide the basis for an interpretation that must 
give meaning and effect to all its terms. The proper interpretation of the Article is, 
first of all, a textual interpretation”. 


The same Appellate Body further mentioned the general interpretation of 
Art. II1:'° 


“The broad and fundamental purpose of Article II] is to avoid protectionism in the 
application of internal tax and regulatory measures. More specifically, the purpose 
of Article III is to ensure that internal measures not be applied to imported or do- 
mestic products so as to afford protection to domestic production. Toward this end. 
Article Ill obliges Members of the WTO to provide equality of competitive condi- 
tions for imported products in relation to domestic products”. 


Paragraph 1 


Following this approach, para. | of Art. III establishes NT and stipulates, inter 
alia, that (i) internal taxes and other internal charges, and laws, regulations and 
requirements which (ii) affect the internal sale, offering for sale, purchase, trans- 
portation, distribution or use of products (iii) should not be applied to imported or 
domestic products so as to afford protection to domestic production. In order to be 
subject to this condition it is necessary that direct taxes fall under the definition 
given in the first two requirements. Thereafter, compliance with the third condition 
has to be examined. 


15 ‘Appellate Body Report on Japan — Alcoholic Beverages, WT/DS8/AB/R, WT/DS10/AB/R, 


WT/DS11/AB/R, 17-18. 
(6 AB Japan — Alcoholic Beverages, 18. 
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Paragraph 2 


Art. I[I:2 consists of two sentences. The first sentence provides for a require- 
ment that (1) the imported products may not be subject (ii) directly or indirectly 
(ili) to internal taxes or other internal charges of any kind (iv) in excess of those 
applied directly or indirectly to like domestic products. For this paragraph again 
the question is whether direct taxes can be deemed to be included in the terms in 
the third point and, if so, whether they may directly or indirectly apply to imported 
products. Finally, the recognition of any “excess” application to domestic produc- 
tion needs to be confirmed. 


With respect to the second sentence, the paragraph makes a reference to the 
provision of paragraph | which provides that internal taxes or other internal charges 
may not be applied to imported and domestic products in a manner contrary to the 
principle in para. | of Art. II. 


The interaction of para. | of Art. III, incorporating the “general principle” and 
the necessity to be taken into consideration when reviewing other paragraphs in 
Art. Il, was affirmed by the Appellate Body in Japan — Alcoholic Beverages.'’ 


The distinction between “general principles” in para. of Art. [II and the provi- 
sion in the first sentence of para. 2 of Art. II] should only be seen in the examination 
of products with respect to the term “like products” (first sentence of para. 2 of 
Art. II) and the more broader category of products (para. | of Art. I). This distine- 
tion was commented on by the Appellate Body in Canada — Periodicals.'® 


Paragraph 4 

This paragraph provides for the prohibition of any “less favorable treatment” 
with respect to “like products” between products imported and of national origin 
(i.e. domestic). Compared to para. 2 of Art. III, the distinction can be found in the 
broad reference to measures, including “laws, regulations, and requirements”. In 
para. 2 of Art. II] the measures in question are stipulated as being “internal taxes 
or other charges”. 


3. Relevance for Direct Taxes 


In light of the above, more specific questions to be addressed in order to confirm 
the application of the GATT to direct taxes should be the following, in particular: 


1. Can direct taxes be considered to fall under the term “internal taxes or other 
internal charges applied directly or indirectly to products” in para. 2 of 
Art. III?, and 


2. Can direct taxes be deemed to be “laws, regulations and requirements af- 
fecting the internal sale, offering for sale, purchase, transportation, distri- 
bution or use of products” within the meaning of paras. | and 4 of Art. III? 





17 AB Japan — Alcoholic Beverages, 17-18. 
\8_ Appellate Body report on Canada — Periodicals, WT/DS31/AB/R, 28. 
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If the answers for the above questions are affirmative, it may be concluded that 
the GATT may generally be applicable to direct tax measures. 


Of course, further review will need to be done in order to determine whether 
there is any “advantage, favour, privilege or immunity” that is not accorded “un- 
conditionally” and to all “like products” (MFN) and the said measures apply to 
“afford protection to domestic production” (NT), which is subject to an analysis 
of a specific measure. 


3.1 Internal Taxes and Other Internal Charges 


In the dispute Argentina — Hides and Leather! the Panel dealt with the issue 
of the application of a measure under para. 2 of Art. III. For these purposes, the 
Panel conducted a review consisting of three steps to determine whether the meas- 
ure (1) constitutes taxes or other charges of any kind, (ii) is an internal measure and 
(ii) applies directly or indirectly to imported or domestic products. 


Starting with the first point, it may generally be concluded that direct taxes can 
be viewed as taxes. Despite the fact that no specific definition under the GATT 
exists, this conclusion can be reached from a semantic point of view. 


The second step in the review is more difficult as no specific definition of the 
term “internal” is provided. A certain indication may be found in the interpretative 
note Ad Article III,° which for purposes of the application of Art. III refers to and 
includes such measures that are enforced or where the collection takes place at the 
point of the importation. Following this note, the term “internal” may be viewed 
as representing such measures which are not imposed on an across-the-board basis. 
Such a limitation may be viewed as reasonable with respect to levying taxes on 
goods, but it likely makes no sense for direct taxes principally imposed on in- 
come.*! It may, however, be concluded that direct tax in certain cases may be con- 
sidered to be an internal tax within the given meaning of not being imposed on a 
cross-border basis. 


Finally, “direct or indirect” application to products needs to be reviewed. In the 
context of direct taxes, their “direct” application to goods is, at least with respect 
to income taxes,” fairly improbable. On the other hand, “indirect” application may 


'? Panel Report on Argentina — Measures affecting the export of bovine hides and the import 
of finished leather, WT/DS155/R, 138. 

20 The note reads: “Any internal tax or other internal charge, or any law, regulation or require- 
ment of the kind referred to in paragraph | which applies to an imported product and to the 
like domestic product and is collected or enforced in the case of the imported product at the 
time or point of importation, is nevertheless to be regarded as an internal tax or other internal 
charge, or a law, regulation or requirement of the kind referred to in paragraph 1, and is 
accordingly subject to the provisions of Article III”. 

2! Lennard, The GATT 1994 and Direct Taxes, in Lang/Herdin/Hofbauer (eds.) WTO and Di- 
rect Taxation, 73 (89). 

22 In Argentina — Hides and Leather, para. 11.159, the Panel concluded: “We also agree that 
income taxes, because they are taxes not normally directly levied on products, are generally 
considered not to be subject to Article II1:2”. 
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be seen as not entirely clear. In this respect the interpretation of the Panel provided 
in Argentina — Hides and Leather*> may be taken into consideration: 


“It is necessary to recall the purpose of Article IIl:2, first sentence, which is to 
ensure “equality of competitive conditions between imported and like domestic 
products”’.** Accordingly, Article III:2, first sentence, is not concerned with taxes 
or charges as such or the policy purposes Members pursue with them, but with their 
economic impact on the competitive opportunities of imported and like domestic 
products. It follows, in our view, that what must be compared are the tax burdens 
imposed on the taxed products ”’. 

Following this interpretation, a question may arise whether in calculating the 
overall tax burdens imposed on the taxed products may direct taxation have any 
potential impact on products as such in terms of the “overall” consideration. If this 
is the case, then direct taxes can fall under this provision. 


However, the interpretation of the Appellate Body given in Canada — Period- 
icals*> must also be taken into consideration: 


“Article II1:2, first sentence, uses the words ‘directly or indirectly’ in two different 
contexts: one in relation to the application of a tax to imported products and the 
other in relation to the application of a tax to like domestic products. Any measure 
that indirectly affects the conditions of competition between imported and like do- 
mestic products would come within the provisions of Article II1:2, first sentence, 


or by implication, second sentence, given the broader application of the latter”’. 


The term “indirectly” used in this provision is interpreted as still representing 
the internal tax or internal charge that is directly applied to (like) products. In this 
respect, a conclusion reached by the Working Party on Border Tax Adjustment 
may also be referred to:7° 


“On the question of eligibility of taxes for tax adjustment under the present rules, 
the discussion took into account the term — directly or indirectly — (inter alia para. 2 
of Article III). “Furthermore, the Working Party concluded that there was con- 
vergence of views to the effect that certain taxes that were not directly levied on 
products were not eligible for tax adjustment. Examples of such taxes comprised 
social security charges whether on employers or employees and payroll taxes.” 
In view of the above, it seems that the scope of para. 2 of Art. III is focused on 
internal taxes and other internal charges which directly apply to products. This 
may lead to the conclusion that direct taxes cannot be covered by this provision. 
However, by adopting a broader interpretation of the term “indirectly” and using 
the test of overall tax burdens, the application of para. 2 of Art. III to direct taxes 
could also be justified. 


3.2 Laws, Regulations and Requirements Affecting Products 


If one compares paras. | and 2 of Art. III, the only difference is found in the 
specific reference to “like products” stipulated in paragraph 4 when reviewing less 


23 Argentina — Hides and Leather, para. 11.182. 

24 AB Canada — Periodicals, supra 18. 

25, AB Canada — Periodicals, 28. 

6 Report by the Working Party on Border Tax Adjustments, para. 14. 
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favorable treatment. As already mentioned, para. | of Art. III should serve, in the 
context of Art. III, as a provision encompassing a “general principle”. 


Regarding para. 4, its potential application to direct taxes may only, leaving out 
the condition of “like product”, be relevant if it can be confirmed that direct taxes 
are (1) laws, regulations or requirements and (ii) they affect internal sales, offerings 
for sale, purchase, transportation, distribution or use of products within the mean- 
ing of both of the paragraphs in question. 


The terms “laws, regulations or requirements” are not specifically defined by 
the GATT. However, the scope of measures included in this provision may be seen 
as fairly broad. Since they have a budgetary function direct tax measures are usu- 
ally subject to an enactment procedure and form a part of the law. Consequently, 
direct tax measures may generally be considered to fall under the above term. 


With respect to the above, it should also be mentioned that in the F; oreign Sales 
Corporations*’ case it was not an income tax advantage as such that was reviewed, 
but rather the measure containing conditions for access to this tax benefit2® which 
was considered to be a requirement falling under the above term. In this respect 
the Panel commented:?? 


“In this connection, we can see no specification or limitation in the text of Article 
[1:4 concerning the type of advantage linked to the measure under examination 
under Article Ill:4 of the GATT 1994. Thus, nothing in the plain language of the 
provision specifically excludes requirements conditioning access to income tax 
measures from the scope of application of Article III, which deals with “national 
treatment on internal taxation and regulation”. 


Regarding the latter point, the interpretation adopted by the Appellate Body 
report in Foreign Sales Corporations*®® case may be of relevance. The Appellate 
Body commented on the term “affecting’:*! 


“We observe that the clause in which the word ‘affecting’ appears in respect of all 
laws, regulations and requirements ‘affecting’ their internal sale, offering for sale, 
purchase, transportation, distribution or use serves to define the scope of applica- 
tion of Article 11:4. Within this phrase, the word ‘affecting’ operates as a link be- 
tween identified types of government action (laws, regulations and requirements) 
and specific transactions, activities and uses relating to products in the marketplace 
(internal sale, offering for sale, purchase, transportation, distribution or use). It 
is, therefore, not any ‘laws, regulations and requirements’ which are covered by 
Article I11:4, but only those which ‘affect’ the specific transactions, activities and 
uses mentioned in that provision. Thus, the word ‘affecting’ assists in defining the 


2? Panel Report, United States — Tax Treatment for Foreign Sales Corporations, Recourse to 
Article 21.5 of the DSU by the European Communities, WT/DS108/RW and Appellate Body 
Report WT/DS108/AB/RW. 

28 Income tax exemption was granted to income derived from the sale or lease of the qualifying 
property of which no more than 50 per cent of the fair market value was attributable to articles 
made, or costs of direct labor performed outside the United States. 

29 Panel Report United States — Tax Treatment for Foreign Sales Corporations, para. 8.142. 

0 Panel Report United States — Tax Treatment for Foreign Sales Corporations, para. 8.142 

31 AB United States — Tax Treatment for Foreign Sales Corporations, para. 208 
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types of measure that must conform to the obligation not to accord less favourable 

treatment to like imported products, which is set out in Article 11:4”. 

The Appellate Body further concluded:*2 “In view of the similar function of 
the identical word, “affecting”, in Article III:4 of the GATT 1994, we also interpret 
this word, in this provision, as having a “broad scope of application”. 


In the view of the above, there may be grounds through the application of the 
“broader interpretation” to recognize the effect of direct taxes as affecting the in- 
ternal sale of products. As a result, the application of para. 4 of Art. III to direct 
taxes can be viewed as being possible.*> 


4. Arguments Supporting Application to Direct Taxes 


In view of the above, the following arguments can be summarized to support 
the position that direct taxes as well are generally covered by Art. I and Art. III: 


@ Neither in Art. [ or Art. III nor in its other provisions does the GATT specifi- 
cally stipulate that direct tax measures are excluded from its scope. Unlike the 
GATS, there are no specific carve-outs of direct taxes from the GATT. 


@ Mostly it is paras. | and 4 of Art. III that provide interpretative room for the 
application to direct tax measures from the perspective of NT. This is based on 
the adoption of a broader interpretation of affecting products by imposing direct 
tax measures. This was also confirmed by the recent case law (Foreign Sales 
Corporations) concluding that requirements related to direct tax measures may 
violate para. 4 of Art. IIL. 


@ Although in para. 2 of Art. III appears not to be applicable to direct taxes, a 
certain interpretative room for the inclusion can be found by using a broader 
interpretation of the term “indirectly” and assessing the overall tax imposed on 
products (including any direct tax impact). 

@ With respect to MEN, the cross-reference of Art. I to para. 4 of Art. III may be 
deemed to allow for the application of Art. I to direct tax measures. 


IV. Potential Areas of Incompatibility 


In view of the above, potential areas of incompatibility may be identified if 
direct tax measures have (i) impact on (like) products and, at the same time, this 
impact (ii) results in any non-accorded advantage with respect to the importation 
or exportation of products among contracting parties (MFN) or affect their internal 
sale in a manner affording protection to domestic production (NT).*4 

Since direct taxes are not levied on goods, a direct impact on products is not 
apparent and it is fairly difficult to identify any such distortion. Therefore, when 
examining any incompatibility, an “indirect” effect of these tax provisions instead 





32 AB United States — Tax Treatment for Foreign Sales Corporations, para. 210 
33 Sorensen, Direct Taxation and the WTO Agreements, European Taxation 2002, 206 (211). 
34 See also Daly, The WTO and Direct Taxation, Discussion Paper No. 9, 13. 
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has to be identified, which provides either advantages for the import or export 
(MEN) or affects the internal sale of products (NT). With respect to direct tax meas- 
ures, such a distortion may generally be identified if the country adopts the said 
measures in a manner to protect or promote domestic production. 


Regarding MEN, it is often considered that there is scarcity of direct tax meas- 
ures which may generally cause non-compliance with Art. I. The reason is that 
countries usually do not apply direct tax measures with an effect on goods in a 
different manner to individual contracting parties. 

On the other hand, a broader area of a potential incompatibility may be identi- 
fied as far as NT is concerned. 


The first example of direct tax measures causing a potential inconsistency with 
NT may be deemed to include income tax provisions allowing for deductions that 
are available only for domestic products. These measures can be found in the form 
of the favourable tax depreciation, additional deductions or specific income tax 
credits relating only to products of the domestic origin. As a result of their appli- 
cation, the internal sale of domestic products is promoted in a manner that discrim- 
inates against foreign products. 


Further examples of the violation of NT were identified in the Foreign Sales 
Corporations case.*> In this case, a special tax relief from US income taxation was 
granted to income generated from the sale of leases of qualifying foreign trade 
property while for qualification for the exemption not more than 50% of the fair 
value of the property in question was attributable to articles made, or costs of direct 
labour performed, outside the US. This requirement relating to the income tax in- 
centive was deemed to result in, inter alia, violation of para. 4 of Art. III by pro- 
moting domestic products over products of foreign origin. 


Lastly, even if not directly related to the application of direct taxes, in the Ar- 
gentina — Hides and Leather case a collection mechanism measure related to direct 
taxes was challenged and was held not to be in accordance with Art. III GATT. 

It can be concluded that from the perspective of the violation of Art. III any 
direct tax measure introduced with conditions that lead to the protection or pro- 
motion of the domestic production may cause a conflict with Art. II] GATT. 





35 Panel Report United States — Tax Treatment for Foreign Sales Corporations. 
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Non-Discrimination in Tax Matters in the GATT — National Treatment 
I. Introduction 


National Treatment is one of the twin pillars of the principle of non-discrimi- 
nation which support the edifice of the multilateral trading regime in general and 
the General Agreement on Tariffs and Trade 1994! in particular. It has assumed 
considerable importance in recent years due to the gradual reduction of import 
restrictions by member states and their replacement by opaque non tariff barriers. 
In the first instance, this paper outlines the essential elements of the principle of 
national treatment enshrined in Art. III GATT. Next it seeks to analyse the case 
law on the subject by pointing out the limitations of the principles of interpretation 
developed by the dispute settlement body, their potential implications for the mul- 
tilateral trading regime and the possible solutions for developing a more objective 
framework. The paper then looks at the coverage of direct tax measures under 
Art. II] and focuses on the Foreign Sales Corporation (FSC) case? and its impact. 
Lastly, it looks at the distinction between the non-discrimination principle in bi- 
lateral tax treaties and the national treatment principle in the GATT and attempts 
to analyse the efficacy of multilateral agreements in addressing issues relating to 
international taxation. 


II. Essential Elements of Article III of the GATT 1994 


The essence of the Principle of National treatment as reflected in Art. III of the 
GATT, is the avoidance of protectionism. It precludes the member states from 
adopting protectionist measures that have the effect of providing an unfair advan- 
tage to domestic goods over imported goods, thereby violating the principle of 
non-discrimination. More importantly, it recognises that the application of internal 
taxes and charges in a discriminatory manner would impede the primary objective 
of promoting free and fair international trade. In doing so, Art. III endeavours to 
create a level playing field in the domestic market of a member state so as to ensure 
equality of competitive conditions for imported goods vis-a-vis their domestic 
counterparts.* This does not however, translate into an obligation to provide equal 
treatment to both domestic and imported goods. Member states are at liberty to 
design their own laws and regulations in the pursuit of their domestic policy ob- 
jectives and the national treatment obligation does not in any way infringe upon 
this freedom. It only seeks to restrain the Member States from applying their in- 
ternal laws in a manner that would create an unequal competitive environment 
whereby the imported products are denied the opportunity to compete with the 
domestically produced goods on an equal footing. Furthermore, Art. II] also serves 





| Hereinafter referred to as GATT. 

2 Appellate Body Report United States — Tax Treatment for “Foreign Sales Corporations ”, 
Recourse to Article 21.5 of the DSU by the European Communities, WT/DS108/AB/RW, 
14 January 2002. 

3 Appellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October 1996, para. 5.5(b). 
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to ensure that Member States do not water down their tariff commitments under 
Art. II through the use of internal measures of a discriminatory nature.‘ 


1. Relationship of Para. 1 of Art. I1| with Art. [1:2 and Art. [11:4 of the 
GATT 


Para. | of Art. III reads as under: 


“The contracting parties recognize that internal taxes and other internal charges, 
and laws, regulations and requirements affecting the internal sale, offering for sale, 
purchase, transportation, distribution or use of products, and internal quantitative 
regulations requiring the mixture, processing or use of products in specified 
amounts or proportions, should not be applied to imported or domestic products 
so as to afford protection to domestic production.” 

In accordance with the principles of the Vienna Convention on the Law of Trea- 
ties, the interpretation of Art. III has to be founded on the text of the article itself.* 
The ordinary meaning of the words in their context and in the light of the object 
and purpose of the WTO agreement as a whole must provide the basis for inter- 
pretation of the article. This interpretation must colour all the provisions of the 
article, acting as the common thread or link, thereby seeking to ensure a harmoni- 
ous effect. In this context it is seen that the overall purpose of Art. III is to avoid 
protectionism. While Art. III:1 outlines the general principles governing this pur- 
pose, Art. 11:2, Art. [[I:4 and the other paragraphs of Art. III articulate the specific 
requirements or conditionalities necessary for its fulfilment. Thus Art. III:1 pro- 
vides the overall prescription that the internal taxes and internal charges and laws, 
regulations and requirements affecting inter alia, the sale of products, should not 
be applied so as to afford protection to domestic production whereas Art. III:2, 
Art. IIL:4 and other paras. of Art. II] enunciate the specific obligations of member 
states in this regard. It needs to be emphasised that the requirements prescribed in 
these provisions of Art. III are to be interpreted in conjunction with the general 
principle of Art. III:1 and not separately or independently from it. They serve as 
the effective application of that principle and are thus informed by it, albeit in dif- 
ferent ways.° In other words, Art. III:1 constitutes the context of the other paras. 
of Art. [Il without detracting from the special meaning of the words used in those 
paragraphs. ’ 


4 WTO, WTO Analytical Index: Guide to WTO Law and Practice (2003) 172. 

S Art. 31(1) of the Vienna Convention on the Law of Treaties. 

6 Appellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October 1996, 17-18. 

? Appellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October, 1996, 17-18. 
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2. Para. 2 of Art. III 


“The products of the territory of any contracting party imported into the territory 
of any other contracting party shall not be subject, directly or indirectly, to internal 
taxes or other internal charges of any kind in excess of those applied, directly or 
indirectly, to like domestic products. Moreover, no contracting party shall otherwise 
apply internal taxes or other internal charges to imported or domestic products in 
a manner contrary to the principles set forth in paragraph 1.” 


Ad® Art. III Para. 2: 


“A tax conforming to the requirements of the first sentence of paragraph 2 would 
be considered to be inconsistent with the provisions of the second sentence only in 
cases where competition was involved between, on the one hand, the taxed product 
and, on the other hand, a directly competitive or substitutable product which was 
not similarly taxed.” 


2.1 First Sentence of Para. 2 of Art. III 


In order to establish a violation of the first sentence of para. 2, it is first necessary 
to determine whether the imported products and the domestic products are “like 
products”. Secondly it needs to be shown that the imported products are subject to 
internal taxes or internal charges in excess of those levied on the domestic products. 
The internal measure in question must fulfil both the above conditions in order to 
fall within the mischief of the first sentence of para. 2 and a failure to do so on 
either count would negate the applicability of the said provision. It needs to be 
emphasised that the protective application of Art. III:1 informs Art. III:2 even 
though there is no specific reference to Art. III:1 in the first sentence.’ The absence 
of a reference to Art. III:1 in general, or “so as to afford protection” in particular, 
does not diminish the contextual importance of the general principle in the inter- 
pretation of the first sentence. Instead, the omission signifies that the fulfilment of 
the specific conditions of likeness and excess would itself result in a violation of 
Art. III:1, thus eliminating the need to establish separately and independently that 
the application of the internal measure operates “so as to afford protection to do- 
mestic production”.!° In other words, once the requirements of the first sentence 
are met, the burden of proving the protective application of Art. III:1 is automati- 
cally discharged. 


2.1.1 Like Products 


The term “like products” is not defined specifically in the GATT and must be 
ascertained on a case-by-case basis. It is generally understood that likeness for 
purposes of the first sentence must be interpreted in a narrow manner depending 
on the relevant facts and circumstances of the case.'! The need for a narrow inter- 


8 Inthe text of the GATT 1994 the notes and supplementary provisions are included in Annex I. 
The note to a particular Article is referred to in the Annexe as “Ad Article ...”. 

9 Appellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October 1996, 18-19. 

10 WTO, WTO Analytical Index: Guide to WTO Law and Practice, 180. 


53 


Chandrajit Singh 








pretation arises because of the absence of any de minimis standard for establishing 
that the internal taxes have been applied to imported products “in excess” of those 
applied to domestic products. The lack of any minimum threshold implies that even 
the smallest amount of excess is sufficient to establish the discriminatory nature 
of the internal measure.'? The stringent nature of the “excess criteria” thus neces- 
sitates that “likeness” of the products be construed in a narrow fashion.'> Further- 
more, such an interpretation is deemed necessary in view of the fact that “like 
products” are only a sub-set of the more broader category of “directly competitive 
or substitutable products” covered by the second sentence of Art. II1:2.'4 


Even though it is understood that “like products” need not be indistinguishable 
with respect to all their characteristics, there is no single definition of likeness 
which can be applied to all cases. The Report of the Working Party on Border Tax 
Adjustments,'* has suggested certain criteria that could be helpful in determining 
the likeness of products on a case-by-case basis. These include the similarities of 
the products, their end uses, physical properties, nature and quality and the tastes 
and habits of consumers. The tariff classification of products can also be useful for 
determining the similarity of products provided that the classification is sufficient- 
ly detailed to facilitate a proper comparison.'® The list is not exhaustive and the 
criteria to be applied and the due weight to be given would depend on the relevant 
facts of each individual case. Therefore, it may be said that a decision on the issue 
of likeness in a particular case is fairly subjective involving the exercise of indi- 
vidual discretion. 


99 «66 


2.1.2 “Internal Taxes or Internal Charges”, “Directly or Indirectly” 


Art. IIl:2 applies to internal taxes or internal charges of any kind applied di- 
rectly or indirectly to imported and domestic products. The reference to internal 
taxes and internal charges is not intended to indicate the extent of protection but 
rather the form that such protection may take.'’ Thus while the term “internal tax- 
es” would inevitably cover excise taxes, indirect taxes and consumption taxes since 
they are levied on products, the coverage of income taxes is contentious and will 


'! Appellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October 1996, 19-21. 

\2 WTO, WTO Analytical Index: Guide to WTO Law and Practice, 189 with reference to Ap- 
pellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October 1996, 23. This finding was followed by the Panel Report on Argentina — Measures 
Affecting the Export of Bovine Hides and the Import of Finished Leather, WT/DS155/R, 
para. 11.243. 

'3 Appellate Body Report Japan ~ Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October 1996, 23 et seq. 

'4 Appellate Body Report Korea — Taxes on Alcoholic Beverages, WT/DS75,84/AB/R, 
18 January 1999, para. 118. 

'S Report of the Working Party on Border Tax Adjustments, BIS 18S/97, para. 18. 

16 Appellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October, 1996, 21-22. 

(7 WTO, WTO Analytical Index: Guide to WTO Law and Practice, 188. 
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be dealt with in detail at a later stage. The term “internal charge” denotes a mon- 
etary liability to be discharged by a person and would include the mechanism for 
the collection of taxes as well as measures of the tax administration that are applied 
in relation to products.'* The term “directly or indirectly” seems to qualify the 
manner in which the internal taxes or internal charges are levied on the products. 
In the absence of any specific criteria in this regard, it has been suggested that 
while “directly” refers to a tax on the product concerned, “indirectly” covers the 
many other ways in which taxes affect that product.'? Furthermore, while directly 
may refer to the internal taxes which de jure discriminate between domestic and 
imported products, indirectly may refer to the measures which de facto have the 
effect of according protection to domestic production.?° 


2.2 Second Sentence of Para. 2 of Art. HI 


The provisions of the second sentence of Art. III:2 are to be read together with 
the note to Art. ITI*' which has equivalent legal status and seeks to clarify the main 
provision so as to give it a proper meaning.** The said note establishes a broader 
test of “directly competitive or substitutable products” for the second sentence of 
Art. [[I:2 as opposed to the narrow test of “like products” in the first sentence. 
Furthermore, the second sentence makes a direct reference to “the principles set 
forth in paragraph |” unlike the first sentence where there is no such mention. In 
contrast to the first sentence where the general principle of Art. [II:1 is automati- 
cally proved when the requirements of “likeness” and “‘excess” are met, for the 
second sentence this becomes an independent issue that has to be established in 
addition to the specific requirements of the second sentence itself. Therefore, there 
will only be a violation of the second sentence of Art. III:2 if it is shown firstly 
that the imported and domestic products are “directly competitive or substitutable”, 
secondly that the products are “not similarly taxed” and lastly that this treatment 
operates “so as to afford protection to domestic production’’.*4 


2.2.1 Directly Competitive or Substitutable Products 


The term “directly competitive or substitutable” in the second sentence of 
Art. III:2 is a much broader concept than that of “likeness” used in the first sen- 
tence. Like products are in fact a sub-category of directly competitive or substitut- 
able products and therefore while all like products are directly competitive or sub- 





[8 Panel Report on Argentina — Measures Affecting the Export of Bovine Hides and the Import 
of Finished Leather, WT/DS155/R, paras. 11.143—-11.144. 

19 Horn/Mavroidis, Still Hazy after all these years: The Interpretation of National Treatment 
in the GATT/WTO. Case-law on Tax Discrimination, E/J/L 2004, 39 (68). 

20 Horn/Mavroidis, EJIL 2004, 68 et seq. 

21 Ad Article I[I:2 in Annex I of the GATT. 

22. WTO, WTO Analytical Index: Guide to WTO Law and Practice, 180. 

23 Appellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 4 Oc- 
tober 1996, 24. 
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stitutable, the converse is not true.24 The term “directly competitive or substituta- 
ble” denotes a competitive relationship between the imported and the domestic 
product with the word “substitutable” referring to the interchangeable nature of 
the products and the word “directly” denoting the extent of proximity in that rela- 
tionship.*> Thus while like products would include near perfect substitutes, the 
category of directly competitive or substitutable products would cover imperfect 
substitutes.*° In a particular case, where the products in question are not found to 
be like products under the narrow interpretation of the first sentence, the next log- 
ical step would be to examine whether they fall within the broader category of 
directly competitive or substitutable products which are similarly taxed, for pur- 
poses of the second sentence.*’ There are no defined limits on the broadness of 
directly competitive or substitutable products which has to be determined on a 
case-by-case basis, once again highlighting the importance of individual discre- 
tion. 

The factors that may be taken into account for determining whether the products 
are directly competitive or substitutable include the nature of the products, their 
physical characteristics, tariff classification, their common end uses, as well as the 
competitive conditions in the relevant market. The last criterion assumes consid- 
erable significance in view of the focus of the note to Art. III:2 on the competitive 
relationship of the product and is indicated to a large extent by the current as well 
as latent demand for the potential substitutes.2* While in the Japan Alcohol II 
case,’ the panel sought to measure the competitive conditions of the market by 
relying significantly on the cross-price elasticity of demand*® of the products, in 
the Korea Alcohol case*' the panel sought to distance itself from such quantitative 
tools and instead stressed on subjective criteria such as the nature of the competitive 
relationship. 





24 Appellate Body Report Korea — Taxes on Alcoholic Beverages, WT/DS 75, 84/AB/R, 
18 January 1999, para. 118. 

25 Appellate Body Report Korea — Taxes on Alcoholic Beverages, WT/DS 75, 84/AB/R, 
18 January 1999, paras. 114-116. 

26 While soju and vodka would be perfect substitutes, examples of imperfect substitutes would 
be natural rubber and synthetic rubber. See Panel Report on Korea — Taxes on Alcoholic 
Beverages, WT/DS 75,84/AB/R, 18 January 1999, paras. 10.37 to 10.40. 

27 Panel Report, Canada — Certain Measures Affecting the Automotive Industry, WT/DS 
139,142/AB/R, 11 February 2000. 

28 Appellate Body Report Korea — Taxes on Alcoholic Beverages, WT/DS 75, 84/AB/R, 
18 January 1999, paras. 122-124. 

29 Appellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October 1996. 

30 This measures the increase or decrease of the demand for a product in response to a change 
in the price of another product (substitute). 

31 Appellate Body Report Korea — Taxes on Alcoholic Beverages, WT/DS 75, 84/AB/R, 


18 January 1999. 
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2.2.2 “Not Similarly Taxed” 


Once it is established that the products are directly competitive or substitutable 
it needs to be ascertained whether or not they have been similarly taxed. Unlike 
the criteria of “in excess of” in the first sentence which includes even the slightest 
excess, the phrase “not similarly taxed” is subject to a threshold or a de minimis 
standard that needs to be achieved in order to trigger a violation of the second 
sentence. However, the exact level of the threshold is to be determined independ- 
ently in each case depending on the facts and circumstances.*? 


2.2.3 “So as to Afford Protection to Domestic Production” 


If all the above specific conditions of the second sentence are fulfilled, it is still 
left to prove that the dissimilar tax treatment operates “so as to afford protection 
to domestic production” in accordance with the provisions of Art. II1:1. In the Ja- 
pan Alcoholic Beverages case*> it has been clarified that this is not an issue of 
“protective intent” but only one of “protective application” which is to be ascer- 
tained from the “the design, the architecture, and the revealing structure of a meas- 
ure”.*4 The rejection of the “aims and effects test” by the Appellate Body is dis- 
cussed in detail at a later stage. 


2.3 Para. 4 of Art. Hl 


“The products of the territory of any contracting party imported into the territory 
of any other contracting party shall be accorded treatment no less favourable than 
that accorded to like products of national origin in respect of all laws, regulations 
and requirements affecting their internal sale, offering for sale, purchase, trans- 
portation, distribution or use. The provisions of this paragraph shall not prevent 
the application of differential internal transportation charges which are based 
exclusively on the economic operation of the means of transport and not on the 
nationality of the product.” 

In order to sustain a violation of Art. III:4, three conditions must be satisfied.*> 
Firstly it must be shown that the imported and domestic products are “like prod- 
ucts”. Secondly, the measure in question must be a law, regulation or requirement 
affecting the internal sale, offer for sale, purchase, transportation, distribution or 
use of the products. Finally it has to be shown that the imported products are ac- 
corded less favourable treatment than the treatment accorded to the domestic prod- 
ucts. The general principle of Art. III:1 forms the context of Art. III:4 as well but 
since there is no specific reference to the first para. in Art. III:4, the protective 





32 Appellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October 1996, 17. 

33. Appellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October 1996. 

34 Appellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October 1996, 29. 

35 Appellate Body Report Korea — Measures affecting import of fresh, chilled and frozen beef, 
WT/DS161/AB/R, 11 December 2000, para. 133. 
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application of the measure does not have to be established independently of the 
three specific conditions of Art. [11:4.°° 


2.3.1 Difference between Like Products in Para. 2 and Para. 4 of Art. III 


The term “like products” which occurs in several provisions of the GATT, is 
not required to be interpreted harmoniously.*’ In particular, the interpretation of 
likeness in Art. IIl:2 does not carry over to Art. II1:4 due to the different structures 
and requirements of the two provisions. While Art. IIl:2 consists of two separate 
obligations, one with respect to like products and the other with respect to directly 
comparable and substitutable products, Art. 11:4 only talks of like products. For 
purposes of Art. III:2, “like products” in the first sentence constitutes a sub-cate- 
gory of “directly comparable or substitutable products” in the second sentence, 
and therefore a narrow interpretation of “like products” is necessary so as to render 
a harmonious construction of the two sentences. However, this does not have any 
bearing on Art. II1:4 which consists of a single obligation of likeness of the prod- 
ucts. This implies therefore that “like products” in Art. II1:4 is a broader category 
than “like products” in Art. I[:2 but is narrower than the collective scope of “like 
products” and “directly comparable or substitutable products” in Art. II1:2.°% The 
existence of a competitive relationship between the two products and the degree 
and nature of such relationship are the key factors for determining likeness in 
Art. [1l:4.°° This has to be ascertained on a case-by-case basis after examination 
of all the relevant evidence as well as the general criteria of product properties, 
nature and quality, end uses, consumer habits and tariff classification. 


2.3.2 “Affecting” and “Treatment no Less Favourable” 


The term “affecting” relates to the effect the measures have on the imported goods 
and thus is to be interpreted broadly. In addition to taxes and regulations which have 
a direct nexus with the sale or purchase of the product, the scope of the term would 
also extend to other laws and regulations which have an adverse effect on the com- 
petitive conditions between the imported and domestic products.*° 


36 Appellate Body Report European Communities — Regime for the Importation, Sale and Dis- 
tribution of Bananas, WT/DS27/AB/R, September 1997, para. 216. 

7 Appellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October 1996, 21 — “The concept of ‘likeness’ is a relative one that evokes the image of 
an accordion. The accordion of ‘likeness’ stretches and squeezes in different places as dif- 
ferent provisions of the WTO Agreement are applied. The width of the accordion in any one 
of those places must be determined by the particular provision in which the term ‘like’ is 
encountered as well as by the context and the circumstances that prevail in any given case 
to which that provision may apply. We believe that, in Article III:2, first sentence of the 
GATT 1994, the accordion of likeness is meant to be narrowly squeezed”. 

38 Appellate Body Report European Communities ~ Measures A ffecting Ashestos and Asbestos 
Containing Products, WT/DS135/AB/R, 12 March 2001, paras. 98-99. 

39 Appellate Body Report European Communities ~ Measures Affecting Asbestos and Asbestos 
Containing Products, WT/DS135/AB/R, 12 March 2001, paras. 98-99. 

40 Panel Report Canada — Certain Measures Affecting the Automotive Industry, WT/DS 

139,142/AB/R, adopted on 11 February 2000, paras. 10.80, 10.84 and 10.85. 
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The words “treatment no less favourable” require the laws and regulations af- 
fecting the internal sale of products to be applied so as to create effective equality 
of opportunity and competitive conditions for the imported products as compared 
to the domestic products.*! The standard of no less favourable treatment hinges on 
the existence of circumstances which enable the imported products to compete on 
equal terms with their domestic counterparts. Measures that accord a different 
treatment to imported and domestic products are not necessarily incompatible with 
the provisions of Art. III:4 as long as they comply with the “treatment no less fa- 
vourable” criteria.*? In order to assess whether this is satisfied, it needs to be ex- 
amined whether the measure in question modifies the competitive conditions in 
the relevant market to the detriment of the imported products. Furthermore, it needs 
to be pointed out that the standard must be met in each case and the less favourable 
treatment in some case cannot be condoned on account of more favourable treat- 
ment in other cases.*° 


III. Exceptions to Art. II of the GATT 


The exceptions to the principle of National Treatment are expressed within 
Art. III itself as well in other provisions of the GATT. 


Firstly, Art. II[:8 (a) states that the provisions of Art. III] are not applicable to 
laws, regulations or requirements governing the procurement of products by gov- 
ernmental agencies for governmental purposes. This allows governments to pur- 
chase domestic products preferentially thereby recognising the importance of gov- 
ernment procurement in the realm of national policy.*4 The exception for govern- 
ment procurement from the national treatment principle under the GATT must be 
seen however in the context of the Agreement on Government Procurement which 
makes it mandatory for signatories to offer national treatment in their government 
procurement.*> Secondly, in view of the fact that subsidies may be an effective 
policy tool for national governments, Art. [1:8 (b) permits the payment of subsi- 
dies exclusively to domestic producers as well as subsidies effected through the 
governmental purchases of domestic products. This exception is however subject 
to the obligations of the member states under the Agreement on Subsidies and 
Countervailing Measures which imposes stringent conditionalities on the use of 
subsidies due to the negative impact on international trade. Thirdly, Art. III:10 
makes an exception to the principle of national treatment for internal quantitative 
restrictions that relate to exposed cinematograph films and for meeting the require- 





41° WTO, WTO Analytical Index: Guide to WTO Law and Practice, 222. 

42 Appellate Body Report Korea — Measures affecting import of fresh, chilled and frozen beef, 
WT/DS161/AB/R, 11 December 2000, para. 135-137. 

43. Panel Report United States — Standard for Reformulated and Conventional Gasoline, WT/ 
DS2/R, 29 January 1996, para. 6.14. 

44 Either for security considerations or for pursuing domestic policy objectives such as the 
promotion of local industry or small businesses. 

45 While WTO members are under no obligation to join the agreement, most developed coun- 
tries have become signatories. 
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ment under Art. 1V.*° Fourthly, under Art. XVIII: Section C of the GATT member 
states that are in the early stages of development can deviate temporarily from their 
national treatment obligations by providing governmental assistance required to 
promote the establishment of infant industries so as to raise the standard of living 
of their people.*’ Lastly, the general exceptions to the GATT enumerated in 
Art. XX also apply to the national treatment principle in Art. III. These exceptions 
include a limited set of objectives for such measures relating to the importation of 
gold and silver and for enforcing compliance with laws relating to custom enforce- 
ment, enforcement of monopolies, protection of patents, prevention of deceptive 
practices, restrictions on exports as part. of a government stabilisation plan, acqui- 
sition or distribution of products in short supply, etc. It is important to note that 
Art. XX imposes the additional requirement that the policy objectives covered 
should not be used as a basis for hidden discrimination. 


IV. Analysis of WTO Decisions 


The principles of interpretation of the national treatment obligation under 
Art. If of the GATT have in substantial measure evolved as result of the decisions 
of the Appellate Body, particularly in the three A/cohol Beverages cases, involving 
Japan, Korea, and Chile.** The case law on the subject has struggled hard to de- 
velop an objective framework but instead, has become mired in subjective analysis 
and judicial discretion. The law as it stands today has developed on a case by case 
basis and unfortunately does not throw much light on any definite methodology 
for establishing a violation of the national treatment principle. This lack of clarity 
and predictability which is detrimental to the smooth functioning of the multilateral 
trading regime is in part due to the somewhat inconsistent and ambivalent approach 
of the dispute settlement body on certain important issues. An important case in 
point is the issue of the “aims and effects test” and the role of “legislative intent” 
in deciding whether an internal measure violates the provisions of Art. III. The 
Malt Beverages report*? followed by the decision in the Gas Guzzler case*® had 
proposed that the question of likeness and the issue of affording protection to do- 
mestic production should be determined on the basis of the “aim” as well as the 
“effect” of the measure. While the analysis of the circumstances behind the adop- 
tion of a measure, in particular the instruments used to achieve the desired policy 
objective, would reveal the aim, the effect could be ascertained from whether do- 
mestic products were provided more favourable competitive opportunities as com- 


46 Art. [V of the GATT is entitled ‘Special provisions relating to cinematographic films’. 

4? Malaysia resorted to Article XVIII of the GATT: Section C as a reason to enforce import 
restrictions on polyethylene. 

48 Appellate Body Report Japan — Taxes on Alcoholic Beverages, WT/DS8,10,11/AB/R, 
4 October 1996; Appellate Body Report Korea — Taxes on Alcoholic Beverages, WT/DS 75, 
84/AB/R, 18 January 1999; and Appellate Body Report Chile — Taxes on Alcoholic Bever- 
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49 GATT, DS23/R, BISD 39S/206 adopted on 19 June 1992. 
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pared to their imported counterparts. In the Japan Alcohol case*! on the other hand, 
the Appellate Body decisively rejected the aims and effect test by stating that in 
order to determine whether the measure in question has been applied so as to afford 
protection, it was not necessary to analyse the intention of the legislators and the 
reasons for its introduction since these could not be easily ascertained. Instead, it 
sought to introduce the concept of “protective application of the measure” to be 
ascertained from its “design, architecture and revealing structure”. However, the 
Appellate Body has offered no guidelines as to how the protective application test 
is to be applied and more importantly how this differs from the aims test involving 
the analysis of the legislative intent behind the measure in question.** In an attempt 
to avoid a subjective evaluation of legislative intent the Body has unsuccessfully 
attempted to develop more objective criteria by requiring a comprehensive analysis 
of the “design”, “architecture” and “revealing structure” of the measures. These 
terms are unfortunately equally vague and the manner of their ascertainment re- 
mains shrouded in a cloud of mystery. To add to the confusion, in the Chile Alcohol 
case>? the court tried to reintroduce to a limited extent the intent criteria within the 
scope of the protective application test°* by stating that the statutory objectives 
and purposes of the legislature as expressed in the statute itself continue to be per- 
tinent even though the subjective intentions in the minds of the legislators do not 
bear upon the enquiry. Furthermore it stated that the absence of a rational relation- 
ship between the stated objectives and the measure may provide evidence of pro- 
tectionist application that would be of considerable import.*° 


It is seen that the case law on the subject has only provided instances or exam- 
ples where the internal measures were found to operate so as to afford protection 
to domestic production without establishing any particular roadmap or methodol- 
ogy for the application of the outlined principles. The courts have refrained so far 
from defining protectionism which is in fact at the core of the principle of national 
treatment. More importantly, they have avoided the setting of any benchmark for 
the measurement or evaluation of protectionism. It has to be recognised that pro- 
tection is a matter of degree and accordingly there is a need to specify definitive 
criteria for determining what could be an acceptable level of protection.*® Even 
with regard to the determination of likeness and the distinction between like prod- 
ucts and the directly competitive and substitutable products, the case law has laid 
down a host of indicators such the physical properties of the products, the cross 
price elasticity, the elasticity of substitution, the end users, conditions of the market 
place etc. However determination of likeness is to be done on a case-by-case basis 
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and there is no single criterion or methodology to be applied in all cases.*’ Thus 
while in the Japan Alcohol case,** the Panel gave relative importance to the cross 
price elasticity of demand, while in the Korea Alcohol case*” it refrained from giv- 
ing it undue importance. 


In the ultimate analysis therefore there are no definite guidelines as to what is 
protectionism or how it is to be evaluated or measured but only certain broad in- 
dications or prescriptions the application of which hinges heavily on judicial dis- 
cretion. This result is contrary to the goal of objective determination that is essential 
for ensuring transparency and consistency of the judicial process and stability of 
the multilateral trade regime in general. 


V. Implications and Suggestions 


With the gradual reduction in global custom tariffs and the emergence of non 
tariff barriers and internal domestic regulatory measures as the key tools for pur- 
suing protectionist policies by the member states, the need for definite principles 
of adjudication of national treatment issues cannot be overemphasised. The in- 
creasing number of cases involving measures of de facto discrimination has 
brought the issue of national treatment sharply into focus especially in relation to 
the increased perception of the intrusion of WTO rules on national sovereignty. 
The interpretation of the national treatment issues by the dispute settlement system 
has an important bearing for the WTO in the sense that national treatment obliga- 
tions under the GATT are the key to determining the external limits of the multi- 
lateral trading regime.®°! It needs to be appreciated that unlike the EU, the mandate 
of the WTO is essentially to promote trade liberalisation and not harmonisation of 
the trading systems of the member states. The principle of national treatment in 
particular, should not be misused for promoting market integration and thereby 
encroaching upon the sovereignty of the member states to make their own laws 
and regulations for achieving domestic policy objectives. It should not become a 
tool in the hands of vested interests for creating market access, thereby overstep- 
ping the mandate of the WTO and creating instability in the international trading 
system. There is a need to recognise that the application of the vast multitude of 
heterogeneous laws of member states itselfhas an unfavourable impact on the com- 
petitive conditions for imported products and thus may be termed protectionist. If 
each and every regulatory measure having an adverse effect on foreign products 
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is considered a violation of Art. III, the crucial distinction between non-discrimi- 
nation and deregulation®? would be obliterated. Thus there is an urgent need to 
establish definite objective rules with regard to the interpretation and application 
of the national treatment principle. It should be recognised that protection is a mat- 
ter of degree and thus protective application of an internal measure must be deter- 
mined with regard to a definite benchmark.®? 


First and foremost, for determining the likeness of the products, the physical 
characteristics of the products combined with tariff classification of the products 
are objective criteria which could be relied upon in the majority of cases. Most 
member states already have detailed product classifications or at least can be per- 
suaded under the aegis of the WTO to adopt such tariff classifications on grounds 
of transparency. Only in cases where the tariff classification is not detailed enough, 
should reliance be placed on the other subjective criteria. Furthermore, quantitative 
and economic tools such as the elasticity of substitution and the cross price elas- 
ticity of demand should be given significant weight to determine whether the im- 
ported and domestic products are like or directly comparable or substitutable.” 
This is not to suggest a sole reliance on such econometric tools but to recognise 
their utility as important aids for arriving at an objective solution. 


A finding that the products are like, or that they are directly comparable or 
substitutable products is however not in itself indicative of protective application 
but is instead only the first stage in the process of identifying measures that could 
possibly violate the provisions of Art. III. Given the fact that protection is a matter 
of degree, the likeness/directly comparable or substitutable criteria serves prima- 
rily to separate the “wheat from the chaff’. According to Horn and Mavroidis the 
criteria can be likened to “the fishing net that would catch the potential illegali- 
ties”.® In the opinion of these authors, it is the “so as to afford protection” criteria 
according to which “the catch would be evaluated”.® In other words, the general 
principle outlined in para. | of Art. II should be the final determinant of whether 
the internal measure is a violation of the principle of national treatment under the 
GATT. 


The question remains as how to determine whether a measure operates “so as 
to afford protection to domestic production”. It is submitted here that for this pur- 
pose there is no escaping the need to examine the legislative intent and purpose 
behind the internal regulation. More importantly it is necessary to ascertain that 
there is a direct nexus between the stated policy objective and the measure in ques- 
tion. Furthermore, the measure should be designed in a reasonable manner to create 
minimal distortionary effects on the flow of international trade, or else there would 
be a presumption of protective intent.°’ Verhoosel has advocated an “Integrated 
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Necessity Test” whereby it must be shown that the resulting discrimination was 
necessary in order to achieve the intended goal.®* In other words, the domestic 
regulation should only be considered discriminatory if another regulatory measure 


could achieve the same objective without creating adverse effects on the imported 
products.°? 


VI. Application to Direct Taxes 


Until recently, the rules governing the conduct of international trade under the 
GATT were interpreted only in relation to indirect taxes such as custom duties and 
tariffs. In particular direct taxes were traditionally believed to be outside the pur- 
view of the national treatment provision under Art. II] as there was a presumption 
that they did not qualify as taxes on products.’’ This view drew considerable sup- 
port from the negotiating history of the GATT 1947 where during the discussions 
at the Havana Conference on the national treatment provision it was agreed that 
since the provision specifically referred to internal taxes on products, neither in- 
come taxes nor import duties would be included within its ambit.’! Furthermore, 
the fact that in the negotiations on the General Agreement on Trade in Services 
(GATS) a specific carve out was made from the national treatment obligations for 
direct taxes, has been seen by some as evidence that in the case of the GATT this 
was not considered necessary as its coverage did not extend to the principles of 
international taxation enshrined in the bilateral tax treaties.’ 


As mentioned earlier, with the general reduction of tariffs and quotas, the focus 
in the WTO has shifted instead to the more opaque non-tariff barriers being used 
by member states to circumvent their obligations under the WTO. Interestingly, 
however, there is a growing opinion that not only indirect taxes but also internal 
direct tax measures can create distortionary effects on the flow of goods and in- 
vestment in a manner similar to tariffs and thus would be covered by the rules 
governing international trade.’ For example, concessions of income tax that are 
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made contingent on exports or on the use of domestic inputs are discriminatory 
and have an unfavourable influence on international trade.”4 


While there is increased awareness about extending the scope of multilateral 
rules to the use of tax measures affecting the flow of goods, it is not as clear under 
which of the WTO agreements such issues would be covered.’> The Agreement 
on Subsidies and Countervailing Measures would undoubtedly have the most im- 
portant bearing on the direct tax regulations of the member states, though in many 
cases this could also be held to be a violation of their national treatment obligations 
under the GATT. It needs to be emphasised that Art. III seeks to prevent discrim- 
ination not only with respect to internal taxes but also in relation to all domestic 
regulations and requirements that affect inter alia, the internal sale of products, 
which may cover income taxes as well.”° 


1. The Foreign Sales Corporation (FSC) Case 


The major watershed in the coverage of direct taxes within the ambit and scope 
of Art. III GATT has been the decision in the Foreign Sales Corporation (FSC) 
case.’’ As a consequence of the ruling of the Appellate Body that the special tax 
rules for Foreign Sales Corporations in the United States relating to exemption of 
taxation of foreign source income, partial exemption from CFC legislation, and 
exemption for dividends received by the parent company in the US from the FSC, 
amounted to export subsidies thereby contravening the provisions of the Subsidies 
and Countervailing Measures Agreement, the United States promulgated the ETI 
Act in November 2000. However this was also challenged by the European Com- 
munity on the grounds that it allowed exemption of Qualified Foreign Trade In- 
come (which included income relating to exports) from taxation in the hands of 
US citizens and corporations, and therefore also violated the SCM Agreement. 
More importantly, the European Community also contended that the condition re- 
quiring the use of domestic inputs to an extent of at least 50% of the value of the 
qualifying property treated imported products less favourably than domestic prod- 
ucts thereby violating the provisions of Art. III: 4 of the GATT. The Panel in its 
report’® stated that 
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“In this connection, we can see no specification or limitation in the text of Article 

Il:4 concerning the type of advantage linked to the measure under examination 

under Article Ill:4 of the GATT 1994. Thus, nothing in the plain language of the 

provision specifically excludes requirements conditioning access to income tax 
measures from the scope of application of Article Ill, which deals with ‘national 
treatment in internal taxation and regulation”. 

The Panel noted that the GATS formed part of the context of the GATT 1994” 
and drew attention to the fact that direct taxes had been specifically excluded from 
the national treatment rule under Art. XVII of the GATS. It thus inferred that direct 
tax measures must ordinarily have been covered under the general national treat- 
ment rule, or else there would be no reason to make a specific exception for direct 
taxes under Art. XIV (d) of the GATS. Further, it stated that since Art. X VII of the 
GATS was modelled on Art. III of the GATT and since the GATT did not make 
any exception for direct taxes, there was no cause to ascribe such a limitation to 
the interpretation of Art. I11:4.5° 


With regard to the observations in the Havana Charter referred to earlier, the 
Panel firstly contended that they appeared to relate to what would become Art. II1:2 
of the GATT and thus did not hold true for Art. II1:4. It also held that the statements 
of the Havana Charter related to a materially different situation regarding with- 
drawal of a specific proposal by Peru and thus did not have any bearing on the case 
at hand. Thirdly it stated that if the statement were meant to refer to the whole of 
what would become Art. III it would seemingly exclude “internal regulations” 
from its purview which would be contrary to the object and purpose of Art. III 
itself and the GATT 1994 in general.*'! Accordingly the panel concluded that the 
Havana Charter statement could not influence its finding that the provisions of 
Art. [11:4 of the GATT 1994 “applies to measures conditioning access to income 


tax advantages in respect of certain products”.*? 


2. Direct Taxes as Internal Charges and Their Connection to Products 


The conclusions of the Panel in the /'SC case seem to suggest that the words 
“internal taxation and regulation’”*’ would automatically cover all internal taxes 
regardless of whether or not the tax in question is an internal tax and secondly 
whether the tax has a sufficient connection to the product itself.*4 Moreover, it 
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relied on various other panel reports®> to show that the word “affecting” in the 
context of Art. III needs to be given a broader meaning thereby inferring that in- 
come taxes would be included as affecting the internal sale of products. It may be 
said that income taxes do not fit easily into a characterisation of either “internal” 
or “external” taxes as envisaged under trade law since in some States the foreign 
source income of residents is taxed and in others the principles of source taxation 
are followed. In the spirit of the note to Art. III which advocates the notion of form 
over substance to determine the nature of internal measures, it may be said that a 
tax on products which in the guise of a direct tax would definitely be covered under 
the scope of internal taxes. In the case of actual direct tax measures there is no 
definite answer and thus it may be conceded that they could perhaps be considered 
internal taxes or regulations. 


It remains to be seen however whether the direct tax measures have a sufficient 
connection with products as warranted by the provisions of Art. III. The traditional 
view based on the Havana Charter reports rejects the possibility of an effective 
connection with products*® and draws additional support from the Working Party 
Report on Border Tax Adjustments.*’ The report stated that under Art. III, border 
tax adjustments could be applied to taxes that are borne by products but not to 
domestic taxes such as corporate income taxes that are not directly levied on prod- 
ucts. As per this view a sufficient link with the product cannot be presumed only 
because income tax on the seller of the product may have some ultimate impact 
on the sale of the product by way of a reduced ability to advertise etc, nor can it 
be said that the tax was indirectly borne by the product.** 


On the other hand there is no escaping the fact the historical distinction between 
indirect and direct tax measures has blurred considerably and it is no longer ap- 
parent as to where the final burden of the corporate income tax really falls. It is 
too simplistic to assume that it only affects the payer and his marketing or adver- 
tising decisions and does not impact in any manner the product itself. It would be 
unfair to make a generalisation about all direct tax measures taken together and it 
needs to be appreciated that while some income tax concessions contingent on 
export performance or use of domestic inputs (trade related investment measures, 
depreciation benefits that are contingent on use of domestic products, accelerated 
depreciation for domestic capital goods) can have a significant impact on products, 
in the case of others (a higher deduction for R&D expenses) the connection may 
be too remote. The moot point therefore is that the issue of connection with the 
product is a matter of degree. In the long chain of factors that have a bearing on a 
product, some direct tax measures may have a proximate effect whereas others 
may be links in that chain too far removed to be of any significance. The words 
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“directly or indirectly” used in Art. II] seem to support this idea of the varying 
degree of influence of various measures on the product.*? More importantly, it 
would be too naive to assume that member states cannot frame direct tax rules and 
regulations which operate as opaque non-tariff barriers having adverse economic 
effects on the imported goods. This would mean turning a blind eye to a potential 
means Of pursuing protectionist policies by member states. This would be contrary 
to objectives of GATT and the liberalisation of international trade in general. 


Having accepted that the scope of the non-discrimination principle under 
Art. Ill of the GATT may extend to direct tax measures that qualify as laws, reg- 
ulations and requirements affecting inter alia, the internal sale of products, caution 
needs to be expressed against the tendency to cover all direct tax measures under 
the ambit of Art. III regardless of their connection to the product and their protec- 
tionist nature. The generalised reasoning expressed in the FSC case”? should not 
be taken to the extreme so as to become another instrument for promoting deep 
market integration. All issues relating to national treatment, including those per- 
taining to direct taxes, must be evaluated in relation to the extent and degree of 
protection so as to respect the sanctity of the “invisible line of control” that exists 
between trade liberalisation and deregulation. It must be recognised that the design 
of a tax system, its laws and regulations are within the exclusive domain of the 
national governments and any attempt at promoting deep market integration would 
only transgress upon the sovereignty of member states and be contrary to the man- 
date of the WTO. The issue of national sovereignty is especially true for direct 
taxes, as exemplified by the experience of the European Union which has been 
unable to achieve harmonisation of direct taxes laws even though it stands com- 
mitted to the creation of a common market. 


3. Non-Discrimination in Tax Treaties and National Treatment in the GATT 


The national treatment provision under the GATT focuses on protectionary 
tariffs and internal taxes affecting goods using the value of the transactions as a 
basis, and is unaffected by the ownership of the factors of production.?! On the 
other hand in the case of international taxation it is the residence status of the 
persons earning income and the location of the income earning activity that is of 
fundamental importance. The distinction between the taxation of residents on a 
world-wide basis and the taxation of non-residents only on source income is at 
the core of bilateral tax treaties aimed at the avoidance of double taxation. The 
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non-discrimination provision enshrined in the OECD Model Convention re- 
quires that the nationals of one contracting state should not be subject to tax 
treatment in the other contracting state that is more burdensome than the tax 
treatment to which the nationals of that other state “in the same circumstances” 
are subject, “in particular with respect to residence”.°* Therefore the provision 
makes it abundantly clear that residence of the taxpayers is one of the relevant 
factors in determining whether they are placed in similar circumstances thereby 
specifically providing that for the purposes of the application of the non-discrim- 
ination principle, a taxpayer resident in one contracting state is not in the same 
circumstances as a taxpayer who is not a resident of that state.?> Accordingly, 
while Art. 24 of the OECD Model Convention requires that a permanent estab- 
lishment of an enterprise in a state must be treated no less favourably than a 
domestic enterprise carrying on the same activities, it also emphasises that there 
is no obligation for a contracting state to grant to residents of the other contracting 
state personal allowances, relief’s etc that it allows to its own residents.?4 Most 
importantly it needs to be pointed out that there is no expectation amongst the 
States themselves?> of equal treatment of residents and non-residents. Accord- 
ingly, the non-discrimination principle in bilateral tax treaties respects this dis- 
tinction especially with regard to the application of tax laws for purposes of en- 
forcing collection.” 


4. The Resolution of Tax Issues through Multilateral Trade Regimes 


Even though the multilateral trading regime and rules of international taxation 
have evolved independently of each other, they share a common aim of removing 
obstacles to free movement of goods and services (in the case of international 
trade) and labour, capital and technology (in the case of international taxation).”” 
While trade policy aims at the achievement of free trade through the elimination 
of tariff and non-tariff barriers on products, tax policy is focused on the achieve- 
ment of this objective primarily through the elimination of double taxation.%* 
Both the multilateral trade agreements as well as bilateral tax treaties have con- 
tinued to coexist in the past without any conflict due to their segregated areas of 
operation.”? They continue to complement each other due to their common goals 
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as well as similar means such as non-discrimination and national treatment to 
achieve these objectives.'°° The efficacy of tax treaties to eliminate double tax- 
ation and prevent non-discrimination is considerably hindered by the fact that 
while some states follow the residence based system others have adopted source 
taxation which highlights the importance of the location of the income-generat- 
ing activity. Most importantly, the “predatory tax protectionism”!®! engaged in 
by tax havens induces serious distortions in the free flow of capital and invest- 
ments. In order to combat these tendencies, states have introduced CFC legisla- 
tion and Transfer pricing rules amongst other anti-avoidance measures that could 
be termed discriminatory. The essence of the problem however is the inability 
of the tax treaties to deal with such problems due to their bilateral nature, par- 
ticularly as there are no treaties concluded with tax havens.'°? The concept of 
treaty shopping to take advantage of the beneficial provisions of a particular tax 
treaty 1s also a consequence of the bilateral nature of such agreements. The use- 
fulness of a multilateral trade agreement such as the GATT to prevent such dis- 
tortions is also limited because of the different sphere of influence. With its prod- 
uct-specific focus, only a direct tax measure in the nature of an export subsidy 
or a local content rule that affects the costs of production of goods and discrim- 
inates against the imported products could be held to be in violation of the pro- 
visions of the GATT.!° It is only in cases where the direct tax system is the 
vehicle for measures that are substitutes for protectionary tariffs that the trade 
agreement could come into play. Further, given that the goals of trade agreements 
and tax treaties are essentially the same, trade policy must accept the legitimacy 
of anti-avoidance measures adopted by states to combat predatory tax protection 
even though they may appear to be discriminatory. !" 


VIL. Conclusion 


The issue of national treatment is of fundamental importance both in terms 
of the tendency of member states to increasingly resort to non-tariff restrictions 
for pursuing protectionist policies, as well as its significance in defining the lim- 
its to the jurisdiction of the WTO as a body committed to promoting trade liber- 
alisation. Accordingly, there is an urgent need to develop an objective framework 
for the adjudication of national treatment issues so as to provide legal certainty 
and allay the fears that the national treatment principle can be used as a tool to 
infringe upon the national sovereignty of the member states and their powers of 
decision making. It needs to be recognised that protection is a matter of degree 


100 Slemrod/Avi- Yonah, 55 Tax Law Review (2002), 536 et seq. 

10! The authors refer to the harmful tax practices adopted by the tax havens with very low rates 
of tax with the intention of enhancing their own revenues at the cost of the erosion of thee 
taxable base of high tax countries. 

102 SJemrod/Avi-Yonah, 55 Zax Law Review (2002), 536 et seq. 

103 SJemrod/Avi-Yonah, 55 Tax Law Review (2002), 536 et seq. 

104 Slemrod/Avi-Yonah, 55 Tax Law Review (2002), 536 et seq. 


E 


70 


Non-Discrimination in Tax Matters in the GATT — National Treatment 





and thus all issues relating to national treatment, including direct tax measures 
in the nature of regulations affecting the internal sale of products, must be eval- 
uated so as to respect the sanctity of the “invisible line of control” that exists 
between trade liberalisation and deregulation. Such an approach would impart 


stability and certainty to the multilateral trading regime and further the goal of 
free trade. 


fi 
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I. Introduction 


One of the pillars of the WTO and GATT! multilateral trade system is non- 
discrimination in international trade. It is achieved mainly through two principles, 
the Most Favoured Nation (MEN) principle and the National Treatment (NT) prin- 
ciple.? The MFN mechanism is found in GATT in Art. I:1, Art. I[I:7, Art. IV (b), 
Art. V:2, Art. V:5, Art. V:6, Art. [X:1, Art. XIII:1, Art. XVI (a), Art. XVIII:20 
and Art. XX.° Since only Art. I:1 GATT is of relevance with respect to taxation,* 
this inquiry will focus only on that provision and does not deal with the other MFN- 
related GATT articles. 


Il. MFN Treatment under Art. I:1 GATT 


1. Interpretation Rules 


The Most Favoured Nation Principle is laid down, in particular, in Art. I:1 
GATT. It should be construed according to the rules of treaty interpretation as 
laid down in the Vienna Convention on the Law of Treaties (VCLT), in particular 
in Arts. 31° and 32 VCLT.’ Since these rules have attained the status of custom- 





! Unless specified otherwise, for the purposes of this paper the abbreviation GATT stands for 

GATT 1994. 

Art. IIf GATT somehow constitutes an MFN treatment, too: it applies where all goods im- 

ported of whatsoever Member are put at disadvantage vis-d-vis domestic products so that 

NT finally is integrated into the MFN concept, the most-favoured nation being here the Mem- 

ber that has taken a discriminatory measure itself (see Kramer, Die Meistbegiinstigung, R/W 

1989, 477). 

3 See Berrisch, in Prief/Berrisch (eds.) W7O-Handbuch (2003) 99, fn 156; Bobek/Haupt- 
mann/Beloglavec, National Report Slovenia, in Lang/Herdin/Hofbauer (eds.) WTO and Di- 
rect Taxation (2005) 613 (625, fn 27); Petritz, National Report Austria, in Lang/Herdin/Hof- 
bauer (eds.) WTO and Direct Taxation, 135 (156). 

4+ Hofbauer, Das Prinzip der Meistbegiinstigung im grenziiberschreitenden Ertragsteuerrecht 
— Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Dop- 
pelbesteuerungsabkommen (2005) 64; Petritz (supra fn 3) 156. 

5 Art. I:1 GATT reads: “With respect to customs duties and charges of any kind imposed on 
or in connection with importation or exportation or imposed on the international transfer 
of payments for imports or exports; the method of levying such duties and charges; all rules 
and formalities in connection with importation and exportation; all matters referred to in 
paragraphs 2 and 4 of Article III; any advantage, favour, privilege or immunity granted by 
any contracting party fo any product originating in or destined for any other country shall 
be accorded immediately and unconditionally to the like product originating in or destined 
for the territories of all other contracting parties.” 

6 Art. 31 VCLT, the general rule of interpretation, reads: “1. A treaty shall be interpreted in 
good faith in accordance with the ordinary meaning to be given to the terms of the treaty 
intheir context and in the light of its object and purpose. 2. The context for the purpose of 
the interpretation of a treaty shall comprise, in addition to the text, including its preamble 
and annexes: (a) any agreement relating to the treaty which was made between all the parties 
in connection with the conclusion of the treaty; (b) any instrument which was made by one 
or more parties in connection with the conclusion of the treaty and accepted by the other 
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ary law, they may apply also to WTO Members which have not yet ratified the 
Vienna Convention.® According to WTO Dispute Settlement Bodies, the three 
elements referred to in Art. 31 VCLT -— text, context, and object and purpose — 
are thereby to be viewed as one integrated rule of interpretation rather than a 
Sequence of alternative rules and separate tests to be applied in a hierarchical 
order, since in many cases it was impossible to give a meaning, even ordinary 
meaning, to treaty terms without also having a look at the context and/or object 
and purpose.’ It is said, however, that the interpretation rules set forth under the 
VCLT favour textual interpretation.!° And indeed, WTO Dispute Settlement 
Bodies do attach particular importance to a literal construal of GATT provi- 
sions. 


2. Scope of Art. 1:1 GATT in General 


According to Art. l:| GATT, MFN treatment generally requires advantages 
granted to any country, whether a Member or not, to be accorded to all WTO mem- 
bers. The aim of this clause is to ensure a level playing field between competitors 


parties as an instrument related to the treaty. 3. There shall be taken into account, together 
with the context: (a) any subsequent agreement between the parties regarding the interpre- 
tation of the treaty or the application of its provisions; (b) any subsequent practice in the 
application of the treaty which establishes the agreement of the parties regarding its inter- 
pretation; 4. A special meaning shall be given to a term if it is established that the parties so 
intended.” 

’ Art. 32 VCLT has the following wording: “Recourse may be had to supplementary means 
of interpretation, including the preparatory work of the treaty and the circumstances of 
its conclusion, in order to confirm the meaning resulting from the application of Art. 31, 
or to determine the meaning when the interpretation according to Art. 31: (a) leaves the 
meaning ambiguous or obscure; or (b) leads to a result which is manifestly absurd or un- 
reasonable.” 

* See Malacrida, Product Taxation Without Representation: Making Sense Of The GATT ss Na- 
tional Treatment Obligation In Respect Of Internal Product Taxation (2004) 87. 

* Panel, Canada — Certain Measures Affecting the Automotive Industry, 11 February 2000, 
in Pescatore/Stewart/Stewart/Dwyer/Stirk/Hein (eds.) Handbook of WTO/GATT Dispute 
Settlement, \oose-leaf, 2005 supplement, Volume 2, case 132, mn 2; Panel, European 
Communities — Measures Affecting Asbestos and Asbestos-Containing Products, 5 April 
2001, in Pescatore/Stewart/Stewart/Dwyer/Stirk/Hein (eds.) Handbook of WTO/GATT 
Dispute Settlement, \oose-leaf, 2005 supplement, Volume 2, case 142, mn 5. See also 
Panel Report, United States — Treatment for ‘Foreign Sales Corporations’ — Recourse to 
Art. 21.5 of the DSU by the European Communities, 20 August 2001, WT/DS108/RW, 

ara. 8.142. 

10 oguene/Steieben, National Report Luxembourg, in Lang/Herdin/Hofbauer (eds.) WTO and 
Direct Taxation, 453 (458). 

'! See Panel Report, Canada — Certain Measures Affecting the Automotive Industry, 1\ Feb- 
ruary 2000, WT/DS139/R, WT/DS142/R, paras. 10,40; AB Report, Canada ~— Certain Meas- 
ures Affecting the Automotive Industry, 31 May 2000, WT/DS139/AB/R, WT/DS142/AB/ 
R, para. 79. See also Panel Report, United States — Treatment for ‘Foreign Sales Corpora- 
tions’ — Recourse to Art. 21.5 of the DSU by the European Communities, 20 August 2001, 


WT/DS108/RW, para. 8.142. 
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from different Members!* and thus to establish equality in trading opportunities 
among Members.!> In short, the content of the most-favoured nation treatment is 
therefore: “Favour one, favour all”, i.e. a country should not discriminate between 
its trading partners. In other words, the application of Art. I:1 GATT always in- 
volves at least three parties. Members agreed to accord to each other!* the same 
advantage they have granted to either another WTO Member or to a non-Member 
country.!> Art. I:1 GATT involves various features and contains several require- 
ments. 


2.1 Any Advantage, Favour, Privilege or Immunity 


The coverage of the MFN clause is in fact very broad. It applies to “any advan- 
tage, favour, privilege or immunity” granted by a contracting party to any other 
state. Though the terms are not defined clearly, they are given a broad meaning!® 
since the provision uses as many as four notions to define the concept of “‘advan- 
tage”. While only advantages granted to products are subject to the MFN clause, 
advantages exclusively linked to producers would not seem to be subject to the 
MEN clause if those advantageous measures have no direct or indirect repercus- 
sions on the related products. 


2.2 Type of Discriminatory Measures Covered 


In principle, Art. I:1 GATT refers both to customs duties and other border meas- 
ures and to all internal measures, i.e. to measures of a quantitative or regulative 
nature and to non-tariff barriers of a pecuniary or financial or non-financial nature 


2 Van Thiel, General Report, in. Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 13 
(18); Amiel/Menuchin, National Report Israel, in Lang/Herdin/Hofbauer (eds.) WTO and 
Direct Taxation, 399 (409); Valjemark, National Report United Kingdom, in Lang/Herdin/ 
Hofbauer (eds.) WTO and Direct Taxation, 685 (692); Hofbauer, Das Prinzip der 
Meistbegiinstigung im grenztiberschreitenden Ertragsteuerrecht — Eine Betrachtung an- 
hand des Internationalen Wirtschaftsrechts und des Rechts der Doppelbesteuerungsab- 
kommen, 51. 

3 Stricker, National Report Germany, in Lang/Herdin/Hofbauer (eds.), W7O and Direct Tax- 
ation 313 (321); Bender, GATT 1994, in Hilf/Oeter (eds.) WTO-Recht (2005), 167 (177): 
Hofbauer, Das Prinzip der Meistbegiinstigung im grenzitiberschreitenden Ertragsteuerrecht 
— Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Dop- 
pelbesteuerungsabkommen, 51. 

14 A given advantage does not have to be granted to non-Member countries, however. See Hof- 
bauer, Das Prinzip der Meistbegiinstigung im grenztiberschreitenden Ertragsteuerrecht — 
Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Doppel- 
besteuerungsabkommen, 53. 

IS Senti, WTO — System und Funktionsweise der Welthandelsorganisation (2000) 160; Hofbau- 
er, Das Prinzip der Meistbegiinstigung im grenziiberschreitenden Ertragsteuerrecht — Eine 
Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Doppelbes- 
teuerungsabkommen, 53. 

16 Berrisch (supra fn 3) mn 93; Hofbauer, Das Prinzip der Meistbegiinstigung im grenziiber- 
schreitenden Ertragsteuerrecht — Eine Betrachtung anhand des Internationalen Wirtschafts- 
rechts und des Rechts der Doppelbesteuerungsabkommen, 53. 
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seized by a Member.'’ The MEN clause covers internal measures of WTO Mem- 
bers whether unilateral by their pure domestic nature or whether the consequence 
of bilateral and multilateral agreements'* concluded or adhered to by them.!? Usu- 
ally, preferential treatment is accorded by means of bilateral treaties. 


2.3 De Jure and De Facto Discrimination 


The MEN clause covers not only de jure discrimination, but also material or de 
facto discrimination.*” While Art. I:1 GATT prohibits discrimination with regard 
to the origin of products, as a general rule it does not cover, under its wording, the 
different treatment of goods by reference to their characteristics and properties or 
other non-origin related features. However, in the case of measures which, on their 
face, are origin-neutral and thus do not distinguish between imported products and 
domestic products, the MFN principle nonetheless may be infringed if the measure 
at issue has de facto an origin-discriminatory effect.”! 


2.4 Discrimination between Like Products 


Art. I:1 GATT focuses on discrimination between “like products”. The advan- 
tage afforded to one product must be granted to any other product only if the prod- 
uct is a like product. 


The terms “products” and “like products” are not defined in any of the WTO 
Agreements. According to one scholarly opinion, reference to “like products” has 
to be understood in the same manner regarding the application of Arts. I and III 
GATT” or at least the term “like product” in Art. I:1 GATT should correspond 
'" Oeter, Okonomische Grundlagen des Weltwirtschaftsrechts, in Hilf/Oeter (eds.) WTO-Recht, 

21 (22-27); Bender, in Hilf/Oeter (eds.) WTO-Recht, 172-173; Van Thiel (supra fn 12) 18; 

Petritz (supra fn 3) 156. 

'S Advantages may be granted through trade and investment agreements and through conven- 
tions for the avoidance of double taxation. The latter issue is addressed below. 

'9 See Kramer, R/W 1989, 474. 

0 Appellate Body, Canada — Certain Measures Affecting the Automotive Industry, 31 May 
2000, in Pescatore/Stewart/Stewart/ Dwyer/Stirk/Hein (eds.) Handbook of WTO/GATT Dis- 
pute Settlement, \oose-leaf, 2005 supplement, Volume 2, case 132, mn 2; see also Bender, 
in Hilf/Oeter (eds.) W7O-Recht, 179; Prats/Marsilla, National Report Spain, in Lang/Herdin/ 
Hofbauer (eds.) WTO and Direct Taxation, 639 (649) and Berrisch (supra fn 3) 100, mn 94 
and 102, mn 99. 

2! See AB Report, Canada — Certain Measures Affecting the Automotive Industry, 31 May 
2000, WT/DS139/AB/R and WT/DS142/AB/R, para. 78: In that case an exemption of import 
tariffs granted by Canada to car manufacturers was restricted to those who also maintained 
production sites in Canada and, therefore, could only be enjoyed by a very limited number 
of producers. 

22 Prats/Marsilla (supra fn 20) 648. Regarding Art. I1l:2 GATT and Art. 11:4 GATT, to which 
Art. I: GATT makes reference, it is interesting to note that WTO Bodies consider dissimilar 
taxation of even some imported products to be inconsistent with Art. II]:2 GATT, while the 
Appellate Body in European Communities — Measures Affecting Asbestos and Asbestos- 
Containing Products (AB Report, 12 March 2001, WT/DS135/AB/R, para. 100) appeared 
to intimate that Art. IIl:4 GATT protects classes or groups of like imported products rather 
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essentially to that in Art. I[l:4 GATT.?3 Others want to resort to the interpretation 
of similar domestic concepts.?4 Others again maintain that it is generally recog- 
nized that “likeness” is a relative concept and has to be regarded on a case-by- 
case basis as confirmed by WTO Dispute Settlement Bodies.*> It has, therefore, 
long been accepted that the concept of “like” may have a different meaning in 
various provisions of the WTO Agreements.”° While the factors listed in the 1970 
Report of the Working Party on Border Tax Adjustments*’ are commonly exam- 
ined by WTO and GATT Panels?* in determining likeness of a product for pur- 
poses of Art. I:1 GATT,? it seems that pre-eminence is also given to the tariff 
classification of goods in establishing such likeness.°? Anyway, in contrast to 
Art. [1:4 GATT,*! the term “like” in Art. I:1 GATT seems to be narrower insofar 





than individual imported products, i.e. individual imported products could be treated differ- 
ently from like domestic products so long as imported products as a group were not less 
favourably treated than domestic products as a group (see Malacrida, Product Taxation With- 
out Representation: Making Sense Of The GATT s National Treatment Obligation In Respect 
Of Internal Product Taxation, 80-81, 55, 60, 77-78, 52, 109 et seq. However, the mere fact 
that the phrases “the imported products”, “the products imported”, “like domestic products” 
and “like products of domestic origin” in Art. III:2 and Art. IIl:4 GATT use the word “prod- 
uct” in the plural does not cogently imply that national treatment should not be accorded to 
like individual imported products (see Malacrida ibid. 109 et seq.). 

°3 Berrisch (supra fn 3) 100, mn 94. 

4 Jackson/Smith, National Report New Zealand, in Lang/Herdin/Hofbauer (eds.) WTO and 
Direct Taxation, 525 (536-537); Bobek/Hauptmann/Beloglavec (supra fn 3) 618. See also 
Sché6n, WTO und Steuerrecht, R/W 2004, 53 (54-55). 

25 See Report of the Working Party on Border Tax Adjustments, BISD 18S/97, mn 18; Peters, 
National Report The Netherlands, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 
495 (503); Valjemark, (supra fn 12) 692; Bobek/Hauptmann/Beloglavec (supra fn 3) 618. 

26 Mota/Borges, National Report Portugal, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Tax- 
ation, 561 (571). In Japan — Taxes on Alcoholic Beverages, the Appellate Body compared the 
concept of “likeness” with an accordion which stretches and squeezes in different places as 
different WTO provisions are applied and whose width must be determined by the particular 
provision as well as by the context and circumstances that prevail in the specific case (AB 
Report, 4 October 1996, WT/DS8/AB/R, WT/DS10/AB/R, WT/DS11/AB/R, paras. 22-23). 

27 BISD 18S/97, mn 18: “the product’s end-uses in a given market: consumers’ tastes and hab- 
its, which change from country to country; the product’s properties, nature, quality.” 

28 [t is discussed whether the unlikeness of imported and domestic products under one of the 
Border Tax categories counts in itself, in other words whether, for example, a consumer- 
habit-based likeness takes precedence over a physical-properties-based unlikeness. See Re- 
gan, Regulatory Purpose and “Like Products” in Article III:4 of the GATT (With Additional 
Remarks on Article III:2), Journal of World Trade 2002, 443 (467). 

29 Mota/Borges (supra fn 26) 571. 

30 Bobek/Hauptmann/Beloglavec (supra fn 3) 619. This is criticised by Prats/Marsilla (supra 
fn 20) 649. 

31 The term “like” used in Art. II:4 GATT must have a wider sense than the term “like” in the 
first sentence of Art. III:2 GATT since otherwise, and in contrast to the NT principle, fiscal 
discrimination of directly competitive or substitutable products would be caught by Art. III:2 
GATT, second sentence, in connection with the supplementary note, while remaining un- 
covered under Art. II[I:4 GATT. Indeed, Arts. III:2 GATT and III:4 GATT do not have sig- 
nificantly different product scopes. The scope of “like” in Art. II[I:4 GATT is therefore broad- 
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as products are not just like if and when they are directly competitive or substi- 
tutable.** It is also accepted that different characteristics and circumstances of the 
sellers and purchasers cannot lead to unlikeness of imported and domestic prod- 
ucts.*? Four general criteria have been identified by the WTO Bodies to consider 
two goods to be alike: (i) the property, nature and quality of the product including 
its physical characteristics; (ii) its final use (ili) the consumers’ tastes and habits 
which may vary from country to country; and (iv) the tariff classification of the 
product.*> Differences in manufacturing processes and rules of environmental 
protection could therefore justify unlikeness as little as,”° in principle,>” subjective 
legislative goals could.** However, WTO Dispute Settlement Bodies do not al- 





er than the scope of the first sentence of Art. I1l:2 GATT but not broader than the combined 
product scope of both sentences (see AB Report, European Communities — Measures Affect- 
ing Asbestos and Asbestos-Containing Products, 12 March 2001, WT/DS135/AB/R, 
para. 99; Berrisch (supra fn 3) 88-89, mn 47). 

**  Bobek/Hauptmann/Beloglavec (supra fn 3) 618; Stricker (supra fn 13) 325. Probably disa- 
greeing, Hofbauer, Das Prinzip der Meistbegiinstigung im grenziiberschreitenden Ertrags- 
teuerrecht — Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts 
der Doppelbesteuerungsabkommen, 53; Choi, ‘Like Products’ in International Trade Law 
~ Towards a Consistent GATT/WTO Jurisprudence (2003), after having stressed the aware- 
ness of the drafters and the GATT tribunals of the term ‘like’ as not implying identity or 
close similarity in many respects (94 et seq.), comments that “the ‘like’ product concept in 
Art. I:] should be understood broadly enough to cover products that are even ‘remotely sim- 
ilar’. However, it should be interpreted more narrowly than the concept of the ‘directly com- 
petitive or substitutable’ product (97) ...”. 

3 Panel Report, Argentina — Measures Affecting the Export of Bovine Hides and Leather, 19 
December 2000, WT/DS155/R, para. 11.210, mn 499. 

4 According to one Appellate Body, whether imported and domestic products have common 
end-uses for the purpose of determining their competitiveness or substitutability in the light 
of the second sentence of Art. III:2 GATT, might inter alia, be shown by elasticity of substi- 
tution (AB Report, Japan — Taxes on Alcoholic Beverages, 4 October 1996, WT/DS8/AB/ 
R, WT/DS10/AB/R, WT/DS11/AB/R, para. 25. Horn/Mavroidis, Still Hazy after All These 
Years: The Interpretation of National Treatment in the GATT/WTO Case-law on Tax Dis- 
crimination, E//L 2004, 39 (52) would like to also take into account cross-price elasticity. 

> Resulting from “Border Tax Adjustments”, 2 December 1970, IBDD S. 18/105 and reaf- 
firmed by the Appellate Body in Japan — Taxes on Alcoholic Beverages (AB Report, 4 Oc- 
tober 1996, WT/DS8/AB/R, WT/DS10/AB/R, WT/DS11/AB/R, para. 22). See also Hofbau- 
er, Das Prinzip der Meisthegiinstigung im grenziiberschreitenden Ertragsteuerrecht — Eine 
Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Doppelbe- 
steuerungsabkommen, 53. 

© Schén, R/W 2004, 54; Hofbauer, Das Prinzip der Meistbegiinstigung im grenziiberschrei- 
tenden Ertragsteuerrecht — Eine Betrachtung anhand des Internationalen Wirtschaftsrechts 
und des Rechts der Doppelbesteuerungsabkommen, 52. 

’ Hofbauer, Das Prinzip der Meisthegiinstigung im grenziiberschreitenden Ertragsteuerrecht 
~ Eine Betrachtung anhand des Internationalen Wirtschafisrechts und des Rechts der Dop- 
pelbesteuerungsabkommen, 53. 

38 Schén, R/W 2004, 56 with reference to decisions of WTO Dispute Settlement Bodies. Schén 
ibid., however, disagrees with the WTO Bodies’ view since the intention of the legislator 
may thus only be taken into account within the scope of Art. XX GATT. Anyway, except in 
its cross-reference to Art. II] GATT, the discussion related to Art. II]:2 GATT, first sentence, 
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ways follow these guidelines but rather come to different and sometimes incon- 
sistent conclusions.*° For instance, a Panel once considered likeness exclusively 
in the light of market access, non-discrimination and absence of protection of the 
domestic economy.*? 


2.5 Impact of the MFN Obligation 


In order to comply with the MFN treatment of Art. I:1 GATT, a WTO Member 
must extend the preferential treatment to all other WTO Members either through 
enactment of domestic provisions or by way of concluding bilateral agreements 
with them. The MFN clause may lead to two consequences. To the extent that a 
WTO Member favours only one or some other countries, WTO Members who are 
at disadvantage can ask the former for the same favourable treatment (positive 
effect). Ifa WTO Member has not granted an advantage to a third state but, instead, 
only disadvantaged one or some Members without having disadvantaged other 
WTO Members in the same way, the WTO Member (s) at disadvantage obtain a 
defence claim against the state that is being discriminatory (negative effect).*! 


and Art. III:4 GATT as to whether and to what extent Art. III:1 GATT informs the two last 
provisions, should be of no relevance for Art. I:1 GATT, in other words whether a legitimate 
legislative aim and purpose other than to afford protection to domestic production has to be 
taken into account for the definition of the term “like”. Such an interpretation is supported 
even with respect to the first sentence of Art. [11:2 GATT by Regan, Journal of World Trade 
2002, 443 et seq., 474-475 and by Malacrida, Product Taxation Without Representation: 
Making Sense Of The GATT $s National Treatment Obligation In Respect Of Internal Product 
Taxation, 5, 87 et seq., 123 et seq. insofar as, according to him, both sentences of Art. III:2 
GATT should require a separate inquiry into the purpose of the differential internal taxation 
in the case of origin-neutral tax measures which, on their face, are not directed against im- 
ported products, while no such inquiry should be required in both alternatives in the case of 
origin-based discrimination. However, the Dispute Settlement Bodies do not seem to any 
longer apply the “aims and effects test” for the establishment of likeness in the first sentence 
of Art. IIl:2 GATT (see Berrisch (supra fn 3) 86 et seq., mn 40 et seq.; see Trottmann, Er- 
tragsteuerrecht, Warenverkehr und Inlandergleichbehandlung vor der Welthandelsorganisa- 
tion (WTO), /StR 2004, 661 (666)). Horn/Mavroidis, EJ/L 2004, 59 et seq. even seem to 
favour an entire ban of policy-relevant aspects from the scope of both sentences of Art. III:2 
GATT when determining likeness or direct competitiveness or substitutability of imported 
and domestic products. See also below fn 160. 

39 According to Bobek/Hauptmann/Beloglavec (supra fn 3) 618, the Panels approached the 
subject on a case-by-case basis and therefore arrived at different and inconsistent conclusions 
in the past. Or, in the words of Petritz (supra fn 3) 142, fn 55: “[C]ase law on this issue is 
very casuistic and it is therefore difficult to draw exact conclusions from it.” See also Hof- 
bauer, Das Prinzip der Meistbegiinstigung im grenziiberschreitenden Ertragsteuerrecht — 
Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Doppel- 
besteuerungsabkommen, 52. 

40 Senti, WTO — System und Funktionsweise der Welthandelsorganisation, 162—163; Hofbauer, 
Das Prinzip der Meistbegiinstigung im grenziiberschreitenden Ertragsteuerrecht — Eine Be- 
trachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Doppelbe- 
steuerungsabkommen, 54. 

41 Berrisch (supra fn 3) 98, mn 84 and Kramer, RJW 1989, 475, 476. 
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Any advantage accorded to one state must thereby be granted to all other WTO 
Members immediately, i.e. without delay,4? and unconditionally, i.e. without 
consideration and additional requirements. It is therefore not allowed to grant 
advantages only consecutively to different WTO Members.** However, the benefit 
itself may be subject to non-discriminatory*® and only product-related*’ condi- 
tions: either the benefit that was subject to conditions has then to be granted at 
once unconditionally to the other WTO Members as soon as they fulfil that con- 
dition on their own,** or, if this is not possible, the benefit has to be granted un- 
conditionally to the disadvantaged Members at the moment the advantaged state 
meets the requirement imposed.*” This consequence makes that the MFN is the 
cornerstone of the GATT since it thus can serve as the best catalyst for liberal- 
isation of trade.*' The advantages conferred on other WTO Members by Art. I:1 
GATT can be revoked, however, should they ever be withdrawn from favoured 
nations in the future, because Art. I:1 GATT in no event confers on them a claim 
to permanent preservation of the favourable MFN situation.*? 


*  Berrisch (supra fn 3) 100, mn 95. 

Art. :1 GATT is therefore not a clause based on reciprocity, see Kramer, R/W 1989, 474, 477. 

“Hofbauer, Das Prinzip der Meistbegiinstigung im grenziiberschreitenden Ertragsteuerrecht 
~ Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Dop- 
pelbesteuerungsabkommen, 52. 

*  Senti, WTO — System und Funktionsweise der Welthandelsorganisation, 161. 

4° Panel Report, Canada — Certain Measures Affecting the Automotive Industry, \\ February 
2000, WT/DS139/R, WT/DS142/R, paras. 10.22—10.25. According to the Panel, whether 
the conditions attached to an advantage infringe Art. I:| GATT depends upon whether or not 
such conditions discriminate with respect to the origin of products. Subjecting an advantage, 
which is granted in connection with importation, to conditions not related to the imported 
product itself is therefore not per se inconsistent with Art. 1:1 GATT. According to Hofbauer 
ibid., the advantage must not be made conditional upon national legislation, the final use or 
the disadvantaged Member's behaviour. 

47 Hofbauer, Die abkommensrechtliche Verteilung der Besteuerungsrechte zwischen Ansis- 
sigkeits- und Quellenstaat aus WTO-rechtlicher Sicht, in Gassner/Lang/Schuch/Staringer 
(eds.) Die Verteilung der Besteuerungsrechte zwischen Ansdssigkeits- und Quellenstaat im 
Recht der Doppelbesteuerungsabkommen (2005) 49 (74); PrieB, in PrieB/Berrisch (eds.) 
WTO-Handbuch, 630. Thus, it is not allowed to subject the enjoyment of the benefit to the 
condition of a specific use of the goods or a certain behaviour of the Member. 

48 See also Berrisch (supra fn 3) 101, mn 96. 

49 Hofbauer, Das Prinzip der Meistbegiinstigung im grenziiberschreitenden Ertragsteuerrecht 
~ Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Dop- 
pelbesteuerungsabkommen, 52; Panel Report, Canada ~ Certain Measures Affecting the Au- 
tomotive Industry, 11 February 2000, WT/DS139/R, WT/DS142/R paras. 10.22 et seq. 

‘0 AB Report, Canada — Certain Measures Affecting the Automotive Industry, 31 May 2000, 
para. 69: “The MFN principle has been a cornerstone of the GATT and is one of the pillars 
of the world trading system.” See also Peters (supra fn 25) 503 and Daly, The WTO and 
Direct Taxation (2005) 18. 

S| Since small countries would not have the means to offer sufficient consideration to big econ- 
omies (Hofbauer, Das Prinzip der Meisthegiinstigung im grenziiberschreitenden Ertrags- 
teuerrecht — Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts 
der Doppelbesteuerungsabkommen, 52). 

52 Berrisch (supra fn 3) 98, mn 85. 
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3. Exemptions and Justifications 


It is important to note that Art. XXIV GATT provides for an exemption from the 
MEN principle for customs unions> and free trade areas*+ which must be defined as 
to require liberalisation of substantially all trade involved.°> On the other hand, 
Art. XXIV GATT obviously cannot justify measures which grant WTO-inconsistent 
duty-free treatment to products originating in third non-Member countries.*° Another 
exception is the preferential treatment of developing countries based on the “enabling 
clause”’.>’ In contrast to Art. XXIV GATT, however, the preferential system through 
an enabling clause may be limited to a certain number of products.** A non-compli- 
ance with the MFN clause may also be justified by invocation of Art. XX GATT 
which provides a number of limited and conditional*? exceptions. It is incumbent on 
the WTO Member invoking Art. XX GATT to show®! that the measure in question 
is necessary to achieve one of the overriding public policy goals set forth therein.°* 


4. Non-Application of Art. 1:1 GATT to Direct Taxes 


While in the past scholars have denied the extension of Art. I:1 GATT to direct 
tax matters, some voices have recently recommended the application of the MFN 
treatment clause of Art. I:1 GATT even to direct taxes. 





°3 Since the EU is a customs union, a differential treatment between EU and non-EU Member 
States should be allowed. See further Valjemark (supra fn 12) 695. 

‘4 There may be more than 273 regional free trade agreements world-wide. See Bender, in Hilf/ 
Oeter (eds.) WTO-Recht, 180. 

‘> See Bender, in Hilf/Oeter (eds.) W7O-Recht, 181; Jackson, The World Trading System (2002) 
166; Valjemark (supra fn 12) 695. 

56 Panel, Canada — Certain Measures Affecting the Automotive Industry, 11 February 2000, in 
Pescatore/Stewart/Stewart/Dwyer/Stirk/Hein (eds.) Handbook of WTO/GATT Dispute Set- 
tlement, loose-leaf, 2005 supplement, Volume 2, case 132, mn 6 

57 “Enabling clause” is a short-hand name for the Decision of 28 November 1979 on Differential 
and more favourable Treatment, Reciprocity and Fuller Participation of Developing Countries. 

58 Bender, in Hilf/Oeter (eds.) WTO-Recht, 185. 

59 AB Report, United States — Import Prohibition of Certain Shrimp and Shrimp Products, 12 
October 1998, WT/DS58/AB/R, para. 157. 

60 Jsenbaert, National Report Belgium, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Tax- 
ation, 171 (188). 

61 By contrast, if there is doubt as to whether a particular measure under Art. III GATT affords 
protection to domestic production, a WTO Body would have to rule in favour of the Member 
applying that measure. 

62 Thus, measures applied must be reasonable, WTO-consistent and the least trade-restrictive 
ones (AB Report, European Communities — Measures Affecting Asbestos and Asbestos-Con- 
taining Products, 12 March 2001, WT/DS135/AB/R, paras. 171-172). 

63 Income tax measures might qualify for at least some of these exceptions. This has been con- 
firmed by GATT/WTO jurisprudence (see Malacrida, Product Taxation Without Represen- 
tation: Making Sense Of The GATT National Treatment Obligation In Respect Of Internal 
Product Taxation, 133-134, fn 465). 

64 See Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/WTO) 
(1996) 50, 54; Hofbauer, Das Prinzip der Meistbegiinstigung im grenziiberschreitenden Er- 


83 


Michael Schyle 





4.1 Definition of Direct Taxes 


Direct taxes mean all taxes by which the taxpayer is charged legally and eco- 
nomically.®> They normally comprise income and capital taxes such as personal 
or individual income taxes, corporate income taxes, capital gains taxes and wealth 
taxes. Accordingly, footnote 58 of the Agreement on Subsidies and Countervailing 
Measures (SCM) defines direct taxes as “taxes on wages, profits, interests, rents, 
royalties, and all other forms of income, and taxes on the ownership of real prop- 
erty”. Given the fact that the GATT, the GATS and the SCM Agreement constitute 
iatogral | parts of the WTO Agreements, this definition can be used for Art. 1:1 
GATT. 





4.2 Examples of Potential Direct Tax Issues 


As mentioned above, preferential treatment is normally accorded by bilateral 
agreements. The question addressed here, whether Art. I:1 GATT applies to Dou- 
ble Tax Conventions (DTCs), has to be distinguished from the issue whether tax 
treaties themselves foresee an MFN treatment in favour of residents of third 
states.°’ From a theoretical viewpoint it is conceivable that the conclusion or later 
amendments of DTCs could result in discrimination against Members that would 
constitute a violation of Art. I:1 GATT if this provision were applicable to direct 
taxes.°* Art. 2 OECD MC (e.g. turnover taxes born by the entrepreneur) and Art. 9 





tragsteuerrecht — Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und 
des Rechts der Doppelbesteuerungsabkommen, 63; Stokholm, National Report Denmark, 
in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 237 (242); Schén, RJW 2004, 
54. 

® Tipke/Lang, Steuerrecht (1998) 205. 

®© See Schén, R/W 2004, 53; Pitsilis/Stougiannou, National Report Greece, in Lang/Herdin/ 
Hofbauer (eds.) W7O and Direct Taxation, 341 (354, fn 62). 

6’ The latter issue is analysed in detail by Hofbauer, Das Prinzip der Meistbegiinstigung im 
grenziiberschreitenden Ertragsteuerrecht — Eine Betrachtung anhand des Internationalen 
Wirtschaftsrechts und des Rechts der Doppelbesteuerungsabkommen, 108-192 and Hofbau- 
er, Das Meistbegiinstigungsprinzip in den deutschen und dsterreichischen Doppelbe- 
steuerungsabkommen, /StR 2004, 667 (667 et seq). See also Radler, Meistbegiinstigung im 
europdischen Steuerrecht, in Burmester/Endres (eds.) Aufensteuerrecht, Doppelbe- 
steuerungsabkommen und EU-Recht im Spannungsverhdltnis — Festschrift Debatin (1997) 
335 (336 et seq.). 

6’ According to some scholars, tax treaty provisions patterned after the Arts. 2, 4, 5, 9 and 
23 of the OECD Model Convention (MC) could give rise to an infringement of the GATT 
MEN clause (Isenbaert (supra fn 60) 191). For example, an infringement of Art. I:1 GATT 
could come to mind if only some and not all tax treaties of a member state cover specific 
taxes (Isenbaert ibid. 191, 185) such as e.g. wealth ‘Petritz (supra fn 3) 156; Stricker (supra 
fn 13) 321) and municipal taxes (Art. 2 OECD MC) (Petritz (supra fn 3) 156-157). Dif- 
ferences in the definition of a resident or in the tie-breaker rule for individuals or, even more 
important, the lack of a tie-breaker rule for legal entities with the increased risk of dual res- 
idence in only some treaties might be considered a breach of the MFN treatment requirement 
as well. Another issue, it is said, could be the divergent definition of permanent establishment 
in various DTCs of a country (Art. SOECD MC), in particular with regard to the minimum 
period (Petritz (supra fn 3) 157; Isenbaert ibid. 191, 185) required for building sites or con- 
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OECD MC (differences in transfer pricing rules®) could only perhaps be connect- 
ed with import or export activities. At best, the activity business exemption clauses 
in domestic CFC legislation may also be connected with import and export activ- 
ities.’? Hence, from this viewpoint, the potential application of Art. 1:1 GATT to 
direct taxes would in fact be very limited,’! not to mention that also from a time- 
viewpoint not every disadvantageous DTC could trigger MFN treatment if Art. I:1 
applied to direct taxes.’ 


4.3 Interpretation of Art. I:1 GATT with regard to Direct Taxes 


4.3.1 General Considerations 


Direct taxes might be addressed in Art. I:1 GATT by “charges of any kind” or 


“all rules”. These words, at first glance, might imply a wider scope than indirect 


struction and installation projects. Fourth, the application of different levels of source taxes 
might violate Art. I:1 GATT (Petritz (supra fn 3) 158). It is also maintained that deviating 
from Art. 7 OECD MC’s principle of PE profit allocation (Fischer-Zernin, /nternationale 
Ertragsteuern und Welthandelsordnung (GATT/WTO), 55—S6) or its general rule of attribu- 
tion of tax rights (Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung 
(GATT/WTO), 56) and the omission of a provision comparable to Art. 21 OECD MC should 
be inconsistent with Art. I:| GATT. Moreover, controlled foreign companies (CFC) legisla- 
tion and “switch-over” provisions with similar effect (see for the Austrian tax situation, Pet- 
ritz (supra fn 3) 158; see for the Belgian tax situation Isenbaert ibid. 184; see for the Hun- 
garian tax situation, Liszicza, National Report Hungary, in Lang/Herdin/Hofbauer (eds.) 
WTO and Direct Taxation, 381 (389)) often lead to a more unfavourable tax treatment of 
certain types of income originating in countries with low taxation (see also Petritz (supra 
fn 3) 158). Conversely, it is argued that a low tax regime may violate the GATT MEN prin- 
ciple since it may amount to a more favourable treatment of countries without any CFC or 
anti-tax haven legislation than countries with CFC or equivalent anti-avoidance legislation 
(Lisziceza ibid. 391). Or, while for the same item exemption is granted only in some treaties, 
the credit method is applied in other treaties or to some treaties that, in applying the exemp- 
tion method, subject the foreign income to a progressive domestic tax rate (by adding the 
foreign income to the tax base, thus raising the applicable tax rate), while others do not. Once 
again, the residents of WTO Member States will not all be treated in the same favourable 
way. See for further examples Isenbaert ibid. 171. 

E.g. in combined application with CFC legislation, Liszicza (supra fn 68) 390. 

See for the Hungarian tax situation Liszicza (supra fn 68) 389 et seq. 

Isenbaert (supra fn 60) 192. 

Supposing Art. I:1 GATT were to be extended to DTCs, if a DTC concluded between two 
WTO Members confers on the one contracting state a less favourable treatment than is ac- 
corded to a third country by the other contracting state by virtue of a further DTC, the former 
state at disadvantage could only challenge that situation if the more advantageous DTC be- 
tween its contracting party and the third state were concluded afterwards. By contrast, if 
the more favourable DTC were concluded prior to the less advantageous one it could be 
argued that the contracting state at disadvantage, being aware of the other more favourable 
tax treaty, implicitly accepted this situation at the conclusion of the DTC and, therefore, 
implicitly forfeited its right to invoke the GATT MFN clause (Isenbaert (supra fn 60) 192: 
see also Hofbauer, Das Prinzip der Meistbegiinstigung im grenziiberschreitenden Ertrag- 
steuerrecht— Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts 
der Doppelbesteuerungsabkommen, 63). 
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taxation matters only.’> Indeed, a GATT Commentary states: “This MFN or non- 
discriminatory obligation applies to customs duties and charges of any kind con- 
nected with importing and exporting, as well as to internal taxes and charges, and 
to all the rules by which such duties, taxes and charges are applied.””* In its widest 
sense “the elimination of discriminatory treatment in international trade and com- 
merce” as mentioned in the preamble of the GATT” might also address discrimi- 
nation through direct taxes. The general wording of the preamble, however, cannot 
help to construe a more specific and detailed provision like Art. 1:1 GATT, 


Several arguments can be put forward to not favour the application of the GATT 
MEN standard to direct tax matters. 


First, the scope of the MFN clause seems to extend only to all charges imposed 
on products since the words “charges of any kind” follow immediately the preced- 
ing term “customs duties”. In fact, tariffs obviously are imposed exclusively on 
goods. The same interpretation holds true for “all rules”, as this term is followed 
by “(all) formalities”, which in connection with “importation and exportation” 
does not really refer to direct tax measures. Indeed, and in line with other GATT 
provisions,”° the scope of Art. I:1 GATT with respect to “charges” and “rules” is 
limited to “importation and exportation”. In order to constitute an infringement of 
Art. l:1 GATT, a sufficient link between a differentiating DTC measure and im- 
portation or exportation of products must be established.”’ But direct taxes are 
unlikely to be imposed in connection with export or import operations’* and the 
prohibition of discrimination in DTCs, as a general rule, is linked to citizenship, 
residence and location rather than to products.’ Besides, it is very difficult to con- 
ceive of any kind of direct taxes such as a withholding tax on interest to be levied 
on the “international transfer of payments for imports or exports” as this part of 
the provision concerns charges on the international transaction procedure itself 


") Pro Isenbaert (supra fn 60) 191. See also Brauner, National Report The United States, in 
Lang/Herdin/Hofbauer (eds.) W7O and Direct Taxation,727 (737). 

4 The WTO Agreements Series 2: General Agreement on Tariffs and Trade, World Trade Or- 
ganization 1999. 

*S According to the preamble of the GATT Agreement and of the WTO Agreement, both are 
directed at “the substantial reduction on tariffs and other barriers to trade and to the elimi- 
nation of discriminatory treatment in international commerce” (GATT) or “in international 
trade relations” (WTO). This principal aim of trade liberalization should be achieved “by 
entering into reciprocal and mutually advantageous arrangements”. 

7 Art. 1:2 GATT refers to “import duties or charges”. And, in the context of the Schedule of 

Concessions, Art. II:1 (b) GATT, like Art. I:1 GATT, refers in broad language to “all other 

duties or charges of any kind”, however “imposed on or in connection with the importation”. 

In line therewith Art. [1:2 (a) GATT starts with “imposing ... on the importation of any prod- 

uct a charge”. Hence, again, only charges on or in connection with cross-border operations 

are covered by these provisions. As mentioned before, it is difficult to conceive how direct 
taxes may be imposed in connection with import and export activities. 

Isenbaert (supra fn 60) 191. 

8 See e.g. Stricker (supra fn 13) 325. Even more far-reaching Pitsilis/Stougiannou (supra fn 66) 
364. fn 113: “Of course, customs duties and charges of any kind related to importation or 
exportation cannot be construed so as to cover direct taxes.” 

79 Schon, R/W 2004, 51-52. 
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rather than charges on payments for imported or exported goods.*® Moreover, 
Art. I:1 GATT refers to advantages for any “products” rather than advantages for 
any “persons”. It is, however, difficult to see how an advantage could be granted 
to a product through direct taxation since these taxes are primarily taxes on natural 
or legal persons, aimed at their ability to pay with regard to income or net wealth 
rather than to providing a benefit at the product level.*! The ordinary meaning of 
the words of Art. I:1 GATT therefore excludes rather than supports the extension 
of the MFN treatment clause to direct taxation matters.*? 


Second, DTCs are not designed to make cross-border trade more difficult. 
Rather, they intend to promote international commerce through elimination of 
tax barriers. Therefore, as a starting point, there is no conflict between DTCs 
and the GATT. *3 Besides, the MFN clause in Art. I:1 GATT does not apply to 
DTCs since they are based on reciprocity and mutual concessions between two 
contracting states.*4 Indeed, it would not be justified to give treaty benefits to 
third parties because tax treaties are typically based on a package deal achieved 
through bilateral negotiations and concessions** aimed at alleviating double 
taxation and achieving an equitable distribution of tax revenues between source 
and residence country.*° Moreover, any extension of the GATT MFN obligation 
would unfairly favour those free-riding WTO Members that did not conclude 
a tax treaty.8’ Even recently, in the “D” case, the European Court of Justice 
(ECJ) denied the extension of tax treaty benefits granted by one contracting 
EU Member State to the residents of another contracting EU Member State to 
residents of third EU Member States and, therefore, held that residents of those 
latter EU countries were not discriminated vis-d-vis residents of the other con- 
tracting EU Member State by finding this to be an inherent consequence of 
bilateral DTCs.** Thus, since even at the level of the EU, which, in contrast to 





80 Pitsilis/Stougiannou (supra fn 66) 364-365, fn 113. 

8! Stricker (supra fn 13) 324. According to Jung, Should the WTO reach into income tax pol- 
icies?, Journal of International Taxation 2005, 38 (46), it would even be impossible in prac- 
tice to devise discriminatory income tax rules that would be imposed with regard to the origin 
of imported products. 

82. See also Hintsanen, National Report Finland, in Lang/Herdin/Hofbauer (eds.) WTO and Di- 
rect Taxation, 257 (263). 

83. Schén, RIW 2004, 52; Green, The Interaction of Tax and Non-Tax Treaties, BJ/FD — Tax 
Treaty Monitor 2002, 254 (255); see McDaniel, The Impact of Trade Agreements to Tax 
Systems, /ntertax 2002, 166 (167). 

84 Luja, WTO Agreements Versus the EC Fiscal Aid Regime: Impact on Direct Taxation, /n- 
tertax 1999, 211 (211); Stockmann, V6lkerrechtliche Meistbegiinstigungsklausel und Inter- 
nationales Steuerrecht, /StR 1999, 129 (135). And even if the MFN clause of GATT applied 
to DTCs, the latter, being lex specialis, would in Germany probably nevertheless prevail 
over GATT (Stockmann ibid.). 

85 Van Raad, Non-Discrimination in International Tax Law (1986) 242-243; Stricker (supra fn 
LSp-322. 

86 Daly, The WTO and Direct Taxation, 18. 

87 See Van Thiel (supra fn 12) 24. 

88 ECJ5 July 2005, C-376/03, D., para. 61. In Saint Gobain Zweigniederlassung Deutschland, 
21 September 1999, C-307/97, ECR I-6161, the ECJ had to decide on a different issue. The 
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GATT, is an advanced organization aimed at full integration through a single Eu- 
ropean market including free movement of capital and persons,*” MFN treatment 
1s not accorded with respect to DTCs, this should be all the more true with regard 
to GATT. 


The fact that GATS explicitly provides in its Art. XIV (e) for an exemption in 
respect to DTCs and thereby limits the scope of MFN treatment could, at first sight, 
support the opinion of a general influence of MFN treatment clauses in WTO 
Agreements on tax treaties since such an exception would otherwise be redun- 
dant.”” However, an a contrario argument is not compelling, in particular where, 
as here, the GATT had already been in existence for nearly fifty years before GATS 
entered into force and direct taxes were considered not to be covered by the GATT 
MEN treatment during all this time.*! Further, it is beyond controversy that Art. II:1 
GATS covers direct taxes with respect to its broader scope as compared to GATT 
since it refers, on the one hand, to “any measure covered by this Agreement” and, 
on the other hand, not only to services but also to service providers.?* From this 
viewpoint, unlike in GATT, there was even a necessity for an express exclusion of 
DTCs from the scope of GATS. 


No compelling argument derives from Art. 1 (3) (b) US MC for the appli- 
cation of Art. I:1 GATT to direct taxes, either.” It provides that the GATT NT 
and MEN standards apply in parallel to the tax treaties’ non-discrimination 
clause with regard to trade in goods.** Apparently, Art. 1 (3) (b) US MA applies 
to taxation measures in general and not only to the taxes covered by DTCs, and 


underlying issue was whether an EU Member State had to extend to a domestic permanent 
establishment of a company resident in another EU Member State the benefits of a tax treaty 
concluded with a non-EU member country which thereby were granted to a domestic per- 
manent establishment of a company resident in that non-EU contracting state. The question 
was answered in the affirmative by the Court. 

8? GATT is restricted to the objective of liberalization of trade between different national mar- 
kets through freedom from existing and prevention of new distortions in goods and services- 
related import and export (see Schén, R/W 2004, 51) and, until 1995, GATT was even not 
drafted as an international organization at all (Tietje, Einfiihrung, in Beck Verlag (ed.) 
Welthandelsorganisation (2005) IX (IX), however, argues that the GATT developed de facto 
into an international organization). 

% Stricker (supra fn 13) 324; Amiel/Menuchin (supra fn 12) 410. See also Fischer-Zernin, /n- 
ternationale Ertragsteuern und Welthandelsordnung (GATT/WTO), 53 and Peters (supra fn 
25) 505. 

2! See Stockmann, /StR 1999, 133; Hofbauer, Das Prinzip der Meistbegiinstigung im grenz- 
iiberschreitenden Ertragsteuerrecht — Eine Betrachtung anhand des Internationalen Wirt- 
schaftsrechts und des Rechts der Doppelbesteuerungsabkommen, 59. 

2 Hofbauer, Das Prinzip der Meistbegiinstigung im grenziiberschreitenden Ertragsteuerrecht 
. Fine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Dop- 
pelbesteuerungsabkommen, 72, 58, 59; Hintsanen (supra fn 82) 264-265. 

% Hofbauer, Das Prinzip der Meistbegiinstigung im grenziiberschreitenden Ertragsteuerrecht 
~ Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Dop- 
pelbesteuerungsabkommen, 60-61. 

% Art. 1 (3) (b) US MC reads: “... unless the competent authorities determine that a taxation 
measure is not within the scope of this Convention, the non-discrimination obligation of this 
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it further refers to the tax treaties’ non-discrimination clause, which applies to “any 
taxation or any requirement connected herewith”, not just to direct taxes.”° It there- 
fore cannot be construed so as to recognise an applicability of the GATT MFN and 
NT treatment standards to direct tax matters.2° Rather, the underlying purpose of 
Art. 1 (3) (b) US MC is to show that direct tax matters are not an issue within GATT 
since the US has always been a fervent defender of the non-applicability of inter- 
national trade agreements to direct taxation.®” In line herewith the provision ex- 
plicitly excludes from its scope GATS, which, unlike GATT, expressly applies to 
direct tax measures.?* Moreover, only twelve to eighteen tax treaties of the United 
States have been modelled after Art. 1 (3) (b) US MC thereby excluding most major 
economies like Australia, Brazil, Canada, China, Germany, India, Italy, Russia, 
Spain and the UK.%? Art. 1 (3) (b) US MC is therefore not sufficient per se to es- 
tablish the applicability of the GATT non-discrimination obligations to direct tax 
matters. !0 


The historical approach also leads to the non-application of Art. I:1 GATT to 
direct taxes. Art. 32 VCLT states that “the preparatory work of the treaty and the 
circumstances of its conclusion” are to be included for the interpretation of a con- 
vention like GATT. As a matter of fact, Art. I:1 GATT is usually deemed, both by 
WTO case law and by scholarship, to concern only indirect taxes.!°' This view had 
also been expressed in the preparatory documents to the Havana Charter and the 
GATT Agreement.!° It is therefore hard to argue that the GATT parties back in the 
1940s intended to extend the MFN treatment to income tax matters, moreover be- 
cause in those times DTCs were few in number and of little importance.!°? Indeed, 
by recommending inserting in trade agreements a special clause of clarification that 
the MEN treatment is not applicable to DTCs, the League of Nations apparently 
confirmed its view that MFN clauses in trade agreements do not apply to tax trea- 
ties.!04 Eventually, yet in 1977, the OECD MC Commentary stated under Art. 24 
that it is beyond controversy that MFN treatment clauses do not refer to DTCs.!°° 





convention exclusively shall apply with respect to that measure, except for such national 
treatment or most-favoured-nation obligations as may apply to trade in goods under the gen- 
eral Agreement on Tariffs and Trade. No national treatment or most-favoured-nation obli- 
gation under any other agreement shall apply with respect to that measure.” 

95 See Art. 24 (6) US MC. 

%6  Pitsilis/Stougiannou (supra fn 66) 365. 

97  Pitsilis/Stougiannou (supra fn 66) 365 and fn 117; see also Brauner (supra fn 73) 739. 

98 Since Art. II:1 GATT refers not only to the services but also to the service suppliers. 

9  Pitsilis/Stougiannou (supra fn 66) 365 fn 115; Hofbauer ibid. 60 fn 197. 

100 Pitsilis/Stougiannou (supra fn 66) 366. 

101 Mota/Borges (supra fn 26) 571. 

1022 Van Thiel (supra fn 12) 19; Petritz (supra fn 3) 143; Amiel/Menuchin (supra fn 12) 409; 
Mota/Borges (supra fn 26) 571. 

103 Mota/Borges (supra fn 26) 571. 

104 See Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/WTO), 
50; Stricker (supra fn 13) 323. 

105 Art. 24, mn 55: “In fact, it has always been accepted that such a [most-favoured-nation] 
clause did not apply in the case of double taxation conventions because these are essentially 
based on the principle of reciprocity.” 
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With reference to Art. 31 (3) (b) VCLT, according to which ongoing mutual 
practice of the contracting parties implicitly establishing a subsequent agreement 
has to be taken into account for the interpretation of the original treaty, it can well 
be argued that the absence of any discussion or conflict among WTO Members on 
a potential extension of Art. l:| GATT to direct tax issues during more than 58 
years of GATT’s existence is evidence enough that the WTO Members intended 
to exclude tax treaties from the scope of the GATT MFN clause.'°° This is all the 
more true since Art. XVI of the Agreement establishing the WTO itself states that 
the WTO must be guided by customary practices followed by the Contracting Par- 
ties to GATT 1947. Indeed, there are no precedents that address the application of 
Art. l:1 GATT to direct tax cases.'°’ And domestic courts have explicitly stated 
that an extension of bilateral treaties to third states is unknown in international tax 
law.'°S The great number of MFN clauses, at the moment around 567,'°? used in 
the world-wide DTC network by WTO Members of all continents underlines the 
implicit establishment of such subsequent agreement between the WTO Members. 
Indeed, the inclusion of an MFN clause in tax treaties would not make sense if 
GATT MEN treatment already covered direct taxes or public international law 
knew already a general most-favoured-nation rule which also catches income and 
capital tax issues.'!” 

Even more important, it is recognized that the principle of sovereignty underlies 
the WTO Agreements. With respect to fiscal sovereignty, WTO Dispute Bodies 
have repeatedly recognized in the past that Members are free to determine their 
tax system as long as national tax legislation does not infringe WTO/GATT law. 
Besides, the principle of sovereignty is closely linked with the rule of interpretation 
of international law called “in dubio mitius”: in the case of doubt, limitations to 
the sovereignty of states imposed by international treaties have to be construed 
restrictively.''! 


Since the textual, teleological, systematic and historical interpretation of 
Art. I:1 GATT has by no means led toa clear result but rather has confirmed serious 
doubts whether direct taxes are generally covered by Art. I:1 GATT, the aim and 
spirit of Art. I: GATT in the light of the principle of sovereignty do not lead to an 
extension of the MFN clause to direct taxes as a basic rule.'!? Therefore, only as 
far as issues of Art. I1]:2 GATT and Art. II1:4 GATT, to which Art. I:1 GATT makes 


* Liszicza (supra fn 68) 388-389. 

0? Hintsanen (supra fn 82) 263. 

0S BFH 15 September 1971, I R 202/67, BStBl 1972, 281. The decision dealt with an MFN 

treatment obligation in Art. XI:1 of the US-German Treaty of Friendship, Commerce and 

Navigation. The Court somehow diverged from this ruling only in 1989 (BFH 14 March 

1989. | R 20/87, BStBl II 1989, 469). 

Hofbauer, Das Prinzip der Meisthegiinstigung im grenziiberschreitenden Ertragsteuerrecht 
Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Dop- 

pelbesteuerungsabkommen, 113. 

1!0 Stockmann, /StR 1999, 133-134. 

\\! See Géttsche, WTO als Rechtsordnung, in Hilf/Oeter (eds.) WTO-Recht,99 (120). 

\!2 See also Stockmann, /StR 1999, 133; Kraft/Robra, Das vélkerrechtliche Meistbegiinstigungs- 

prinzip und seine Bedeutung im europaischen Steuerrecht, R/W 2005, 247 (249). 
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reference, are concerned, direct tax measures might lead to MFN treatment under 
GATT. 


4.3.2 Cross-Reference to Art. [1:2 and Art. I]:4 GATT 


By its cross-reference to paragraphs 2 and 4 of Art. III GATT and because of 
the similar wording of both Art. I:1 GATT and Art. III:2 and Art. III:4 GATT,!! 
Art. I:1 GATT applies with respect to all matters referred to in both paragraphs. !!4 
If Art. III GATT applied to direct taxation matters, it is argued, then the MFN clause 
should apply to the same extent to direct taxes, too.''> However, the application to 
direct taxes would be only of limited effect since, in contrast to Art. I:1 GATT, 
Art. [1:2 GATT and Art. II:4 GATT, according to its wording, do only apply to 
“internal” charges and measures. In contrast to Art. I:1 GATT, the scope of Art. III 
GATT is restricted to the treatment of non-domestic products after their importa- 
tion rather than extended to their treatment in connection with importation.'!® As 
has been pointed out repeatedly, since it would be very difficult to establish income 
tax provisions differentiating between characteristics and features of a product, 
only in rare cases could direct tax measures with regard to Art. II] GATT lead to 
MEN treatment at all.!!7 


Given the limitation of the scope of Art. I:| GATT in its cross-reference to 
Art. [11:2 GATT and Art. II:4 GATT to imported products having reached the do- 
mestic market,!!® it targets two scenarios: Firstly, a more favourable treatment of 
products imported from some Members compared to like commodities imported 
from other Members would trigger MFN treatment even if all imported goods to- 
gether were at no time treated less favourably than like domestic ones. Art. II[:2 
GATT would not help here. Secondly, Art. I:1 GATT may apply where an infringe- 
ment of the NT obligation has been established, which subsequently is removed 





113 [senbaert (supra fn 60) 191. 

4 Like Art. I:1 GATT, Art. III GATT not only covers de jwre discriminations but applies also 
to de facto discriminatory measures. See for example AB Report, Canada — Certain Meas- 
ures Affecting the Automotive Industry, 31 May 2000, WT/DS139/AB/R, WT/DS142/AB/ 
R, para. 78, referring to previous GATT Reports. See also the AB Reports on Japan — Taxes 
on Alcoholic Beverages, Korea — Taxes on Alcoholic Beverages and Chile — Taxes on Alco- 
holic Beverages as mentioned by Horn/Mavroidis, E//L 2004, 42, 41. According to Pitsilis/ 
Stougiannou (supra fn 66) 352, fn 54, the issue is intensely debated among scholars. 

1S Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/WTO), 17: 
Pitsilis/Stougiannou (supra fn 66) 364. 

116 However, the Panel in Argentina— Measures Affecting the Export of Bovine Hides and Leath- 
er, 19 December 2000, in Pescatore/Stewart/Stewart/Dwyer/Stirk/Hein (eds.) Handbook of 
WTO/GATT Dispute Settlement, loose-leaf, 2005 supplement, Volume 2, case 146, mn 20, 
found that measures by which pre-payments on value added taxes and income taxes are col- 
lected at the time and point of importation may nevertheless come within the scope of 
Art. III:2 GATT, which might in particular be the case if an equivalent withholding mecha- 
nism applied to both domestic and imported products. 

117 Stricker (supra fn 13) 325. 

118 See Stricker (supra fn 13) 325 and Fischer-Zernin, /nternationale Ertragsteuern und 
Welthandelsordnung (GATT/WTO), 48, 54, 55. 
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only with respect to some of the disadvantaged states, thus leading to an extension 
of MEN treatment to still disadvantaged Members.'!? The objection cannot be put 
forward that the same result might already be achieved through direct application 
of the NT clause itself since Art. I:1 GATT, in contrast to Art. III GATT, guarantees 
additionally an immediate and unconditional removal of that discrimination. 


4.3.2.1 Cross-Reference to Art. [11:2 GATT 


The NT obligation in Art. [1:2 GATT refers to internal taxes and other internal 
charges applied to imported and domestic products. The NT obligation has tradi- 
tionally been interpreted as affecting indirect taxes rather than income and capital 
taxes as well since the latter would not qualify as taxes on products.'?° Also, the 
negotiations history of Art. IIIf GATT shows that the drafters agreed that income 
taxes do not come under the scope of Art. 13 (now Art. II] GATT).'*! However, 
more recent literature suggests that direct taxes might nevertheless be subsumed 
under Art. [11:2 GATT.!*2 


'\9 Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/WTO), 55. 

'20 Jackson, World Trade and the Law of GATT (1967) 297; Dam, The GATT — Law and Inter- 
national Economic Organizations (1970) 124-125. 

'2! Jung, Journal of International Taxation 2005, 44. 

'22 Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/WTO), 22 et 
seq.; Hofbauer, Das Prinzip der Meisthegiinstigung im grenziiberschreitenden Ertragsteu- 
errecht — Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts 
der Doppelbesteuerungsabkommen, 63, Petritz (supra fn 3) 144. Jung, Journal of Interna- 
tional Taxation 2005, 44 opines that accelerated depreciation deduction allowances only for 
domestically produced machinery are a clear violation of Art. III GATT; similarly Slemrod/ 
Avi- Yonah, How should trade agreements deal with income tax issues?, Jax Law Review 
2002, 533 (536). This is not convincing. First, the machinery as imported or domestic product 
is not taxed itself through the deduction allowances but only its value established through 
depreciation is considered as one of several income items of the enterprise in order to cal- 
culate the net profit on which income tax is charged on the producer. Thus, on the face of it, 
it is the entrepreneur rather than the imported machinery which is subject to the internal 
income tax (depreciation) measure, so that Art. II]:2 GATT could not be applied here since 
it requires that the imported product rather than the importer is taxed less favourably than 
like or competitive products. Direct tax measures, as will be shown below, could therefore 
only enter within the scope of Art. III:2 GATT if they were shifted onto the imported product 
by increasing its price to the disadvantage of like or competitive domestic products. In the 
present case, however, the purchase price of both the domestically produced and the imported 
machinery are not affected by their subsequent different depreciation. Only the price of the 
end-products which are fabricated through the use of the depreciable machinery might be 
affected differently depending on whether domestically produced or imported machinery 
will be used for the production. However, if so, this would result in price differences of 
domestic products only since both the enterprise using the imported machinery and the en- 
terprise using the domestically produced machinery are domestic enterprises. The different 
tax treatment of domestic products, however, does not enter within the scope of Art. III:2 
GATT since that provision is not aimed at mitigating distortions of competition in a pure 
domestic market situation. Besides, there could not be shown with certainty a shifting effect 
leading to a higher price of the end-product fabricated with imported machinery as compared 
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4.3.2.1.1 First Sentence of Art. [11:2 GATT 


According to some scholars, the terms “directly or indirectly” in the first sen- 
tence of Art. III:2 GATT'?3 would appear to contemplate taxes like direct taxes 
(such as income taxes) and indirect taxes (such as excise taxes).!24 The words “di- 
rectly or indirectly” used in Art. I[:2 GATT, however, do not refer to “internal 
taxes or other internal charges’’!*> but rather to the discriminatory manner charges 
are levied on products, i.e. in a direct or more indirect and disguised way as in the 
case of origin-neutral but de facto discriminatory measures or where the same tax 
rate applies to both domestic and imported products but the latter do suffer dis- 
crimination because of additional burdens. This holds true since the original Eng- 
lish draft used the wording “taxes and other internal charges imposed on or in con- 
nection with like products” and the present text was only an adaptation of the 
French version of the provision.!*° Indeed, the WTO Bodies seem to construe the 
term “indirectly”! in that way.!?8 Direct taxes, although not being imposed on 


to the end-product fabricated with machinery of domestic origin. The producer who applies 
the accelerated depreciation regime, e.g. if being well established in the market, could even 
be stimulated to raise its prices (see below fn 157). And even if the application of accelerated 
deduction allowances resulted in an increase of product prices, there would be no price dif- 
ference between the two end-products in the mid-term perspective, because the producer 
which applied the linear depreciation method is still going to depreciate its machinery when 
the domestically produced machinery of the other enterprise has already been totally written 

off. Discriminatory depreciation regimes cannot therefore be subsumed under Art. III:2 

GATT (concurring Trottmann, /StR 2004, 665 who wants to put them under Art. III:4 GATT, 

however). 

Art. III:2 GATT reads in its first sentence: “The products of the territory of any contracting 

party imported into the territory of any other contracting party shall not be subject, directly 

or indirectly, to internal taxes or other internal charges of any kind in excess of those applied, 
directly or indirectly, to like domestic products.” 

124 Jackson/Smith (supra fn 24) 537. 

125 Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/WTO), 17; 
Mota/Borges (supra fn 26) 571; Cappadona, National Report Italy, in Lang/Herdin/Hofbauer 
(eds.) WTO and Direct Taxation, 423 (428); Petritz (supra fn 3) 143-144; Dam, The GATT 
— Law and International Economic Organizations,124. 

126 Hofbauer, in Gassner/Lang/Schuch/Staringer (eds.), Die Verteilung der Besteuerungsrechte 
zwischen Ansdssigkeits- und Quellenstaat im Recht der Doppelbesteuerungsabkommen, 64; 
Dam, The GATT — Law and International Economic Organizations, 124. 

127 The word “indirectly” should not, however, obscure the requirement that the product must 
be “subject to” the tax in the words of the first sentence of Art. III:2 GATT, i.e. the measure 
must have sufficient effect on, or linkage to, the product to disturb competitive conditions 
(see Lennard, The GATT and Direct Taxes: Some National Treatment and Related Issues, 
in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation 73 (94). 

i28 Both the Panel and Appellate Body in Canada — Certain Measures Concerning Periodicals, 
14 March 1997 (Panel) and 3 June 1997 (Appellate Body), in Pescatore/Stewart/Stewart/ 
Dwyer/Stirk/Hein (eds.) Handbook of WTO/GATT Dispute Settlement, loose-leaf, 2005 sup- 
plement, Volume 1, case 103, mn 6, and 103A, mn 2-3, considered an excise tax which was 
levied on the value of advertising in split-run periodicals to be a measure that was also in- 
directly applied to the periodicals themselves and, therefore, subject to Art. [1:2 GATT, by 
also pointing out that obligations under GATT and GATS can co-exist (ibid. mn 4 et seq.). 
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the product import itself but on the profit realised through the underlying transac- 
tion, could therefore, if at all, be regarded as measures which affect the concerned 
products rather in an indirect way.'*? Direct taxes could perhaps be covered either 
by the term “internal taxes”!*® or by the words “other internal charges of any 
kind”! as, and in contrast to Art. I:1 GATT, there is no longer a link to import or 
export since Art. IIl:2 GATT applies only after importation. However, while only 
products can be subject to indirect taxes and only persons can be subject to direct 
taxes, the scope of Art. IIl:2 GATT by its plain language in its second sentence!*? 
is restricted to indirect taxes. 


Furthermore, it is very doubtful whether direct taxes have an impact on the 
price of imported products. Even though not explicitly required by the first sen- 
tence of Art. IIl:2 GATT,'* this provision only applies to discrimination which 
has an impact on the price of the imported product since it is based on higher in- 
ternal taxes and charges on imported goods vis-a-vis domestic products and such 
higher product charges can only be measured through the price of a product.!*4 
Accordingly, WTO Bodies require for the application of the first sentence a high- 
er'*> tax burden imposed on the imported products than charged on like domestic 
products.'*° [t is maintained that there is empirical proof of an influence of direct 
taxes on product prices and also that a dominant market share of an entrepreneur 
might lead to a shifting of the tax burden to the consumer in the form of higher 
prices.'*’ Moreover, difficulties in measuring the exact amount of an incidence of 
direct taxes on product prices could not remove them from the purview of the first 
sentence of Art. [1:2 GATT since it is not the amount which is decisive but rather 


'29 Panel, Argentina— Measures Affecting the Export of Bovine Hides and Leather, \9 December 
2000, in Pescatore/Stewart/Stewart/ Dwyer/Stirk/Hein (eds.) Handbook of WTO/GATT Dis- 
pute Settlement, \oose-leaf, 2005 supplement, Volume 2, case 146, note 21: Income taxes 
“are taxes which are not normally directly levied on products”. See also Fischer-Zernin, 
Internationale Ertragsteuern und Welthandelsordnung (GATT/WTO), 18 and Dam, The 
GATT — Law and International Economic Organizations, 124; Horn/Mavroidis, EJ/L 2004, 
68. 

‘30 [mplicitly Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/ 
WTO), 16. 

13! Slemrod/Avi-Yonah, Tax Law Review 2002, 536. 

32 “The products ... imported ... shall not be subject ... to internal taxes or other internal charg- 

es of any kind...” 

Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/WTO), 19. 

Hofbauer, in Gassner/Lang/Schuch/Staringer (eds.) Die Verteilung der Besteuerungsrechte 

zwischen Ansdssigkeits- und Quellenstaat im Recht der Doppelbesteuerungsabkommen, 64; 

Petritz (supra fn 3) 144. 

\M Fischer-Zernin, ibid. 19; Petritz (supra fn 3) 144. 

135 Rven the smallest amount of excess is harmful since Art. III:2, first sentence, is not condi- 
tional on a trade effects test nor are de minimis tax differences excluded from its scope. 

136 Panel Report, Argentina ~ Measures Affecting the Export of Bovine Hides and Leather, \9 
December 2000, WT/DS155/R, para. 11.181 and AB Report, Japan — Taxes on Alcoholic 
Beverages, 4 October 1996, WT/DS8/AB/R, WT/DS10/AB/R, WT/DS11/AB/R, para. 19. 

‘37 Petritz (supra fn 3) 144. Hofbauer, in Gassner/Lang/Schuch/Staringer (eds.) Die Verteilung 
der Besteuerungsrechte zwischen Ansdssigkeits- und Quellenstaat im Recht der Doppelbes- 
teuerungsabkommen, 64. 
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the fact that such shifting takes place at all!>* or, at least, might occur.'*? Direct 
taxes should only be excluded from the scope of that provision if, in a particular 
case, it is proved that they are not passed on to the product.!#° In the author’s view, 
this reasoning is not convincing. Only indirect taxes like VAT are usually!*! shifted 
entirely to the end consumer, while direct taxes are levied on the sales profits and 
borne by the entrepreneur.'*? There is not sufficient empirical evidence for direct 
taxes being shifted forward onto the product price;'4? economists do not unani- 
mously agree to such shifting!** nor is there a commonly accepted method of es- 
timation of the impact of direct taxes on the trade of products.!4> Most economists 
even believe that in the long run capital escapes most of the burden of corporate 
income tax, implying no forward shifting of the direct tax on product prices.!*° 
And in large economies, such as the United States, the corporate tax is more likely 
to be borne by the owner of domestic capital than to be shifted on to the product 
through raised prices anyway.!4’ That is why, in the author’s view, there is no real 
forward shifting of direct taxes onto the sales price.'** High income taxes together 
with no or low indirect taxes instead rather coincide with lower product prices and, 
conversely, high indirect taxes with low direct taxes rather result in higher product 
prices.!4? Besides, the simple probability that the burden of direct taxes is shifted 
to the end consumer by higher product prices is not sufficient for the application 





138 Hofbauer, Das Prinzip der Meistbegiinstigung im grenzitiberschreitenden Ertragsteuerrecht 
— Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Dop- 
pelbesteuerungsabkommen, 62. 

139 Petritz (supra fn 3) 144; Hofbauer, Das Prinzip der Meistbegiinstigung im grenziiberschre- 

itenden Ertragsteuerrecht — Eine Betrachtung anhand des Internationalen Wirtschaftsrechts 

und des Rechts der Doppelbesteuerungsabkommen, 63. 

Hofbauer, Das Prinzip der Meistbegiinstigung im grenztiberschreitenden Ertragsteuerrecht 

— Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der Dop- 

pelbesteuerungsabkommen, 63; Hofbauer, in Gassner/Lang/Schuch/Staringer (eds.), Die 

Verteilung der Besteuerungsrechte zwischen Ansdssigkeits- und Quellenstaat im Recht der 

Doppelbesteuerungsabkommen, 64. 

Daly, The WTO and Direct Taxation, 22. Exceptions only confirm the general evidence. Thus, 

as Hofbauer ibid. pointed out, it is possible in single cases that an entrepreneur in economic 

difficulties might not shift the indirect tax burden entirely to the purchaser. 

142 See also Lennard (supra fn 127) 96 according to whom the tax must be “borne by” the product 

so that “Just because an income tax on a seller of a product may have some ultimate impact 

on the sale of a product would not by any stretch be enough to say that there was sufficient 
effect for the purposes of paragraph | of Article III or that the tax was indirectly “borne by” 
the product. 

Contra Hofbauer, in Gassner/Lang/Schuch/Staringer (eds.) Die Verteilung der Besteuerungs- 

rechte zwischen Ansdssigkeits- und Quellenstaat im Recht der Doppelbesteuerungsabkom- 

men, 64. 

\44 Daly, The WTO and Direct Taxation, 22-23. 

145 Pitsilis/Stougiannou (supra fn 66) 366. 

146 Daly, The WTO and Direct Taxation, 23. 

147 See Daly, The WTO and Direct Taxation, 23 with further references regarding the export 
situation. 

148 See Schén, RJW 2004, 58. 

149 See also Schén, R/W 2004, 58. 
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of the provision under review.'*® There must be certainty as to the application of 
the first sentence of Art. Ill:2 GATT. Either direct taxes, as a rule, are within the 
scope of the provision or they are not. It is not possible, however, that a given 
element (direct taxes) is considered to be part of a rule for only some cases but not 
for others. But since direct taxes will not regularly have an impact on the product 
price,'>' an assumed probability of a shifting effect itself is not enough to apply 
Art. [2 GATT to them. Moreover, the level of shifting cannot be exactly meas- 
ured in advance'*? nor can a shifting effect precisely be attributed to a specific 
product. Insurmountable practical difficulties would be encountered if a shifting 
effect were of only temporary and/or fluctuating nature or if an enterprise produced 
a large variety of goods in different price categories and for different types of con- 
sumers. This is why, after all, the first sentence of Art. I[l:2 GATT does not cover 
direct taxes. Conversely, discriminatory indirect taxes are covered by Art. I[1:2 
GATT even in cases where an entrepreneur has not passed them on to the consum- 
er,'*) in order to preserve certainty of application of the first sentence of Art. III:2 
GATT as well. 


Thus, MFN treatment cannot be granted under Art. I:1 GATT via the first sen- 
tence of Art. [11:2 GATT.'*4 


4.3.2.1.2 Second Sentence of Art. I1l:2 GATT 


It is argued that at least the second sentence of Art. III:2 GATT'** would apply 
to direct taxes'*° as here a probability of a shifting effect could be sufficient since 
'S° See Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/WTO), 
22; Stockmann, /StR 1999, 129. 

See Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/WTO), 

22; Schén, R/W 2004, 53. 

Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/WTO), 16; 

Stockmann, /S#R 1999, 135. 

‘53. Hofbauer, in Gassner/Lang/Schuclv Staringer (eds.) Die Verteilung der Besteuerungsrechte 
zwischen Ansdssigkeits- und Quellenstaat im Recht der Doppelbesteuerungsabkommen, 65. 

M4 Arnold/Sasseville/Zolt, Summary of the Proceedings of an Invitational Seminar on Tax Trea- 
ties in the 21" Century, Canadian Tax Journal 2002, 65 (108); Green, BJFD — Tax Treaty 
Monitor 2002, 254. 

SS. The second sentence of Art. II]:2 GATT reads as follows: “Moreover, no contracting party 
shall otherwise apply internal taxes or other internal charges to imported or domestic prod- 
ucts in a manner contrary to the principles set forth in paragraph 1.” Art. 11:1 GATT, to 
which the second sentence Art. III:2 GATT refers, reads as follows: “The contracting parties 
recognize that internal taxes and other internal charges, and laws, regulations and require- 
ments affecting the internal sale, offering for sale, purchase, transportation, distribution or 
use of products, and internal quantitative regulations requiring the mixture, processing or 
use of products in specified amounts or proportions, should not be applied to imported or 
domestic products so as to afford protection to domestic production.” 

\S6 If there is no violation of the first sentence of Art. I1]:2 GATT, there is a need to examine 
further whether the measure under review 1s consistent with the second sentence of this pro- 
vision (see AB Report, Canada — Certain Measures Concerning Periodicals, 3 June 1997, 


WT/DS31/AB/R, paras. 22-23). 
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that rule would not require higher charges on imported products but only that in- 
ternal charges are levied at all.!>’ 


This reasoning is not convincing. While the scope of the second sentence of 
Art. II:2 GATT, according to its Addendum,!** is only wider by even already ap- 
plying in situations where the imported and domestic goods are not alike but simply 
directly'°? competitive or substitutable, it requires, basically in the same way as 
sentence one does, that the imported products are effectively taxed at a higher rate 
than the domestic ones by only excluding a de minimis difference in taxation from 
~ its scope.'©? Only this heavier taxation of imported goods can lead in the end to a 
protection of domestic production which is prohibited under the second sentence 
by the reference made to Art. III:1 GATT.'®! From this it follows that a shifting of 





'57 See Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/WTO), 
24. Implicitly in the same way, Slemrod/Avi-Yonah, Zax Law Review 2002, 536, whereby 
the example given by these authors of a 10% individual income tax credit for domestically- 
produced automobile purchases would stimulate domestic entrepreneurs to raise their prices 
rather than lead to an increase in the price of the imported cars. 

The Interpretative Note in Annex | to Art. I[:2 GATT is phrased as follows: “A tax con- 
forming to the requirements of the first sentence of paragraph 2 would be considered to be 
inconsistent with the provisions of the second sentence only in cases where competition was 
involved between, on the one hand, the taxed product and, on the other hand, a directly 
competitive or substitutable product which was not similarly taxed.” As a result of 
Art. XXXIV GATT and Art. 31 (2) VCLT it is as much part of the GATT as Art. III1:2 GATT 
itself. 

Merely indirectly competitive or substitutable products are therefore out of the scope of the 
provision. 

160 Since Ad Note Art. III:2 GATT requires “similar” instead of “higher” taxes as implied by 
the words “in excess of” in Art. III:1 GATT and, apparently, too small tax differentials will 
not produce a protective effect in favour of domestic production at the disadvantage of the 
imported products (see Panel Report, Japan — Customs Duties, Taxes and Labelling Practices 
on Imported Wines and Alcoholic Beverages, adopted 10 November 1987, BISD 34S/83, 
para. 5.11 and Panel Report, Chile — Taxes on Alcoholic Beverages, 15 June 1999, WT/DS87/ 
R, WT/DS110/R, para. 7.90; see also Malacrida, Product Taxation Without Representation: 
Making Sense Of The GATT’ National Treatment Obligation In Respect Of Internal Product 
Taxation, 117 et seq.). Because of the exclusion of de minimis differentials in taxation from 
the scope of the second sentence of Art. [11:2 GATT and the application of the aims and 
effects test within the second sentence, the first sentence of Art. III:2 GATT is by no means 
rendered irrelevant even if the product scope of the second sentence (“competitive or sub- 
stitutable”) were wider than the product scope (“like”’) of the first sentence what is favoured 
by the Appellate Body and Horn/Mavroidis, EJIL 2004, 52 but challenged by Regan, Journal 
of World Trade 2002, 475 (“... “like” is essentially a broader notion than “directly compet- 
itive or substitutable.) who, by referring to Art. I[I:1 GATT (“so as to afford protection of 
domestic production”), wants to consider policy-relevant aspects for the definition of “like” 
in the first sentence of Art. III:2 GATT, while with respect to the second sentence of Art. III:2 
GATT the inquiry into the policy of Art. III:1 GATT should be required only in a second 
step after a direct competitiveness or substitutability of the imported and domestic products 
has been established (ibid. 474475). See also supra fn 38. 

See Berrisch (supra fn 3) 92-93, mn 63-64. It is not entirely clear from the words “should 
not be applied so as to afford protection to domestic production” in Art. III:1 GATT whether 
Art. III GATT intends to prohibit measures which have (1) the purpose, (2) the effect, (3) 
the purpose or the effect or, (4) the purpose and the effect of protecting domestic production. 
See Malacrida, Product Taxation Without Representation: Making Sense Of The GATT’s 
National Treatment Obligation In Respect Of Internal Product Taxation, 126 et seq., who 
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taxes on to the product price is also a requirement of the second sentence of 
Art. Ill:2 GATT. And since a shifting effect cannot generally be established with 
regard to income and capital taxes, Art. [11:2 GATT cannot be applied in its second 
alternative to direct taxes, either.'® This interpretation is in line with Art. III:1 
GATT. The first paragraph Art. IIl:1 GATT contains a very general principle of 
programmatic and non-mandatory nature. It is rather an aim and does not constitute 
an own basis for a claim of violation of the NT discipline under Art. XXIII:1 (a) 
GATT, as is, furthermore, underlined by its words “recognize” and “should not”.'® 
This clearly indicates that the GATT draftsmen did not want to extend the NT to 
all potential matters and hence must lead to a restrictive interpretation of para- 
graphs two to five. Direct taxes are therefore not covered by the second sentence 
of Art. I[l:2 GATT.'® This conclusion is in line with WTO case law which has 


ibid. 128 opines that Art. III:! GATT intends to prohibit tax measures of type | as does also 
Regan, Journal of World Trade 2002, 450, while WTO Bodies in interpreting the words “so 
as to” initially instead favoured an aims and effects test (type 4) at least with regard to the 
second sentence of Art. [Il:2 GATT (Berrisch (supra fn 3) 86-87, mn 40-41; see also Panel 
Report, United States — Taxes on Automobiles, 11 October 1994, DS31/R, unadopted, 
para. 5.10) and qualified only afterwards the “aims test” by ignoring mere subjective inten- 
tions and purposes of the legislators and regulators unless they have been given objective 
expression in the statutes themselves (see Horn/Mavroidis, E//L 2004, 48 et seq. and Regan 
ibid. 443, fn 4). In the author's view, the term “applied” in Art. IIl:1 GATT even indicates 
that an effect test (type 2) might be sufficient in itself (similar AB Report, Japan — Taxes on 
Alcoholic Beverages, 4 October 1996, WT/DS8/AB/R, WT/DS11/AB/R, paras. 27-30). 
However, since Art. II]:2 GATT protects competitive opportunities, i.e. the equal competi- 
tive relationship between imported and domestic products rather than any particular trade 
volume (Panel Report, United States — Taxes on Petrolium and Certain Imported Substances, 
adopted 17 June 1987, BISD 34S/136; AB Report, Japan — Taxes on Alcoholic Beverages, 
4 October 1996, WT/DS8/AB/R, WT/DS11/AB/R, para. 12), Art. I1l:2 GATT, second sen- 
tence, should require an inquiry into “the effect on the competitive conditions” for imported 
and “directly competitive or substitutable” domestic products rather than be subject to an 
“adverse trade effects” test (see Horn/Mavroidis, E//L 2004, 51; Malacrida, Product Taxa- 
tion Without Representation: Making Sense Of The GATT’s National Treatment Obligation 
In Respect Of Internal Product Taxation, 118 with reference to Panel Report Chile — Taxes 
on Alcoholic Beverages: “an effect in the market”). 

'62 Dam, The GATT — Law and International Economic Organization, 118 arrives at the same 
conclusion by way of a different reasoning, however. According to him, the second sentence 
of Art. IIl:2 GATT would probably be rendered meaningless since Art. III:1 GATT does not 
set forth “principles”. In the author's view, however, Art. III:1 GATT does provide a prin- 
ciple not “to afford protection to domestic production.” Admittedly, this principle, being 
very general and of programmatic nature, is an aim and, on its own, does not constitute a 
basis for a violation complaint as is set forth in the following. However, the second sentence 
combined with its Ad Note and informed by the principle of Art. I[I:1 GATT leads to an 
own-claim basis since it cannot be the intention of the GATT to render this sentence com- 
pletely meaningless (Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung 
(GATT/WTO), 24; Berrisch (supra fn 3) 84, mn 31-32; 88, mn 47; 92—93, mn 64-66). 

'63 Berrisch (supra fn 3) 84, mn 32, and Malacrida, Product Taxation Without Representation: 
Making Sense Of The GATT s National Treatment Obligation In Respect Of Internal Product 
Taxation, 90-91. 

‘4 Arnold/Sasseville/Zolt, Canadian Tax Journal 2002, 108; Green, BJF D — Tax Treaty Monitor 
2002, 254. 
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confirmed that the scope of Art. I[l:2 GATT as a whole does not extend to direct 
taxes, !6> 


4.3.2.2 Cross-Reference to Art. III:4 GATT 


Does Art. Ill:4 GATT cover direct taxes? Art. III:-4 GATT, as the wording in- 
dicates,'®° seems to be concerned more with the effects that any kind of national 
provisions could have on the opportunities for the sale of goods produced in Mem- 
ber countries. Art. [[I:4 GATT therefore could be thought to have a wider scope 
than Art. III:2 GATT by prohibiting to WTO Members any discriminatory treat- 
ment related to direct taxation. And indeed, in the FSC case, which referred to the 
US Foreign Sales Corporation Regime, the Panel stated that “measures condition- 
ing access to income tax advantages” would be covered by the plain language of 
Art. [1:4 GATT.!®’ This view is questionable. As a starting point, Art. II:-4 GATT 
cannot be interpreted in isolation from Art. HI:2 GATT, which is part of its con- 
text.'68 Art. 31 VCLT, namely, represents a single rule of interpretation, simulta- 





'65 See Van Thiel (supra fn 12) 19; Pitsilis/Stougiannou (supra fn 66) 355-356. The Panel, how- 
ever, considered in Argentina — Measures Affecting the Export of Bovine Hides and Leather 
a measure requiring pre-payment of part of income taxes on imported products to come with- 
in the purview of Art. III:2 GATT (Panel, 19 December 2000, in Pescatore/Stewart/Stewart/ 
Dwyer/Stirk/Hein (eds.) Handbook of WTO/GATT Dispute Settlement, loose-leaf, 2005 sup- 
plement, Volume 2, case 146, mn 21). 

Art. Il:4 GATT reads as follows: “The products of the territory of any contracting party 
imported into the territory of any other contracting party shall be accorded treatment no less 

favourable than that accorded to like products of national origin in respect of all laws, reg- 
ulations and requirements affecting their internal sale, offering for sale, purchase, transpor- 
tation, distribution or use. The provisions of this paragraph shall not prevent the application 
of differential internal transportation charges which are based exclusively on the economic 
operation of the means of transport and not on the nationality of the product.” 

Panel Report, United States — Treatment for ‘Foreign Sales Corporations’ — Recourse to 

Art. 21.5 of he DSU by the European Communities, 20 August 2001, WT/DS108/RW, 
para. 8.142: “In this connection, we can see no specification or limitation in the text of Article 
III:4 concerning the type of advantage linked to the measure under examination under Article 
IIL:4 of the GATT 1994. Thus, nothing in the plain language of the provision specifically 
excludes requirements conditioning access to income tax measures from the scope of appli- 
cation of Article III, which deals with ‘national treatment of internal taxation and regulation’. 
On the basis of the text and context of Article II[I:4 in light of the object and purpose of the 
GATT and the WTO Agreement, we therefore consider that Article III:4 of the GATT 1994 
applies to measures conditioning access to income tax advantages in respect of certain prod- 
ucts.” It should be noted in this context that even though Reports of the Panel and the Ap- 
pellate Body create legitimate expectations among WTO Members and, therefore should be 
taken into account where they are relevant to any dispute, they are nonetheless not binding 
for later adjudicating bodies. Moreover, Panel and AB Reports adopted by the GATT Con- 
tracting Parties or the WTO Dispute Settlement Body do not constitute a “subsequent prac- 
tice” within the meaning of Art. 31 (3) (b) VCLT (see AB Report, Japan — Taxes on Alcoholic 

Beverages, 4 October 1996, WT/DS8/AB/R, WT/DS10/AB/R, WT/DS11/AB/R, paras. 14— 
15). 

168 See AB Report, European Communities — Measures Affecting Asbestos and Asbestos-Con- 

taining Products, 5 April 2001, WT/DS135/AB/R, para. 94. 
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neously looking at text and context in the light of object and purpose, although 
textual construal might be favoured in particular.'®’ Both Art. I[]:2 and Art. [11:4 
GATT form part of the NT principle in preventing WTO Members from according 
less favourable treatment to like imported products, both being informed by the 
chapeau of Art. Ill:1 GATT which sets out the object and purpose of Art. II] 
GATT.'”° In relation to Art. IIl:4 GATT as the more general rule of NT, Art. III:2 
GATT is /ex specialis,'”' i.e. it has a rather specific tax-related scope. Therefore, 
the scope of Art. IIl:4 GATT cannot be all-embracing. It must instead end there 
where the application field of Art. I[l:2 GATT begins, otherwise Art. II]:2 GATT 
would be rendered meaningless.'”? Indeed, Art. IIl:4 GATT is concerned with reg- 
ulatory treatment rather than tax treatment and, therefore, cannot apply in any tax 
matters.'’* The limitation of the scope of Art. II:2 GATT to indirect taxes therefore 
cannot lead to the application of Art. [11:4 GATT in direct tax matters. Thus, Art. 1:1 
GATT in connection with Art. [11:4 GATT will not result in MFN treatment in the 
case of discrimination in income and capital tax matters. !74 


‘6? See supra in the text near fn 10 and 11. 

‘0 See Malacrida, Product Taxation Without Representation: Making Sense Of The GATT’ Na- 
tional Treatment Obligation In Respect Of Internal Product Taxation (2004) 125. 

7! See Trottmann, /StR 2004, 665 and also Berrisch (supra fn 3) 84, mn 30 and 89-90, mn 47. 

‘2 Lennard (supra fn 127) 84, has a similar approach: “It [Art. IIl:4 GATT] should not be in- 

terpreted so broadly as to render Article [I]:2 GATT irrelevant, as that would contravene the 

principle of “effectiveness”. 

See Malacrida, Product Taxation Without Representation: Making Sense Of The GATT s Na- 

tional Treatment Obligation In Respect Of Internal Product Taxation, 107, fn 376 and Len- 

nard (supra fn 127) 86: “At the very least, there is considerable ambiguity about the extent 
of any such coverage [of income tax measures].” Trottmann, /StR 2004, 665, however, would 
like to subsume under Art. IIl:4 GATT measures including tax measures which connect an 
advantage to the acquisition, application or the possession of domestic products such as dis- 
criminatory depreciation rules or giving credit against income tax for domestic transfer and 
excise taxes paid. This view can only be shared insofar as non-tax measures are concerned. 

A non-prohibited tax measure would thus be a more favourable depreciation regime for cap- 

italized domestic products than like imported products. See supra fn 122. 

(4 The FSC regime disadvantaged imported products. While it granted tax exemption to US 
producers exporting at least 95% of their annual production by excluding them from the 
Subpart F (CFC) income tax rules, products of foreign producers imported into the US 
remained taxed in full under the general regime. Thus, since the FSC regime was a tax 
measure it must be excluded from the scope of Art. II]:4 GATT. The same holds true for 
the cases mentioned in the preceding footnote. Indeed, the more favourable depreciation 
rules for domestically produced products directly imply tax repercussions on the imported 
products in resulting in a potential less favourable tax treatment of the latter as compared 
to like domestic products. And allowing a credit for domestic transfer and excise taxes for 
income tax purposes uses as starting point indirect taxes to disadvantage imported products 
vis-a-vis domestic products. By contrast, though being a direct tax measure, the US Extra- 
territorial Income Exclusion (ETI) Act of 2000 was not a tax measure focused on imported 
products since the effect of de facto import restriction was not reached by hitting foreign 
articles needed for the production of US commodities through directly product-related tax 
rules. Therefore, the ETI Act was not a measure which could not have been caught by 


Art. I1l:4 GATT. 
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4.3.3 Results 


ini I:1 GATT as a whole is not applicable to direct taxes on income and cap- 
val! 


5. Application of Art. I:1 GATT to Indirect Taxes 


5.1 Definition of Indirect Taxes 


Indirect taxes mean all taxes which charge the taxpayer only legally and not 
economically since the tax burden is shifted to another person, viz. to the consum- 
er.'7° In addition to tariffs (customs duties) and other import duties,!’’ indirect taxes 
normally include all taxes on the supply of goods, such as turnover taxes (value 
added taxes) or sales taxes and excise taxes.'’* Similarly, footnote 58 of the SCM 
Agreement defines indirect taxes as “sales, excise, turnover, value added, fran- 
chise, stamp, transfer, inventory and equipment taxes, border taxes and all taxes 
other than direct taxes and import charges”. This definition should also be of rel- 
evance for the interpretation of Art. I:1 GATT.!7 


5.2 Indirect Tax Issues of Art. I:1 GATT 


Indirect tax issues will be covered by the scope of Art. I:1 GATT either in the 
alternative “charges of any kind imposed on or in connection with importation or 
exportation” or in the alternative “a// matters referred to in paragraphs 2 and 4 of 
Article IIT’. Thus, the GATT MEN clause, for instance, applies where, in connec- 
tion with importation, a Member levies higher indirect taxes only on imported 
products deriving from some Members in kind of higher VAT on import or a higher 
specific sales tax on import.'8° In addition, MFN treatment will be triggered 
through Art. I:1 GATT in its cross-reference to Art. III GATT if, after importation, 
only imported products of some Members are subject either to origin-based higher 
internal VAT retail sales excise consumption or anti-circumvention!®! taxes or 
charges or to origin-neutral tax measures which, however, result in higher prices 
on the imported commodities, while the Member excludes like imported products 
originating from other Members or third states from such additional charge or taxes 
them only at a lower amount. 





175 Kraft/Robra, R/W 2005, 249; Jung, Journal of International Taxation 2005, 45—46; Arnold/ 
Sasseville/Zolt, Canadian Tax Journal 2002, 108; Green, BIFD — Tax Treaty Monitor 2002, 
254. 

176 Tipke/Lang, Steuerrecht, 205. 

177 See footnote 58 of the SCM Agreement. 

178 Van Thiel (supra fn 12) 16. 

179 See Schén, RJW 2004, 53 and supra under fn 63. 

180 Horn/Mavroidis, EJIL 2004, 53. 

181 See Panel Report, European Economic Community — Regulation on Imports of Parts and 
Components, adopted 16 May 1990, BISD 1S/48, para. 5.1. 
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Ill. Conclusion 


De lege lata, GATT accords MFN treatment only in indirect tax matters. MFN 
treatment could therefore be extended to direct tax matters under GATT only by 
way of amendment of the WTO Agreement. It is, however, not likely that the Mem- 
bers would unanimously agree on such a fundamental enlargement of the applica- 
tion field of the GATT MEN standard. Therefore, under the current legal situation, 
it is Very questionable that WTO Adjudicating Bodies are seeking for an extensive 
application of the GATT non-discrimination principle to direct tax matters. 
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I. Introduction 


In order to show the design of the National Treatment (NT) clause in the General 
Agreement on Trade in Services (GATS) and what its influence on taxation and 
especially direct taxation might be, the choice has been made to start by summing 
up the main aims of the non-discrimination clauses of international tax and trade 
agreements and then to present one Brazilian protectionist tax levied on royalties 
that might be considered discriminatory. 


A first analysis of this Brazilian tax showed was that there is no discrimination 
within the scope of double tax conventions (DTC), also meaning that it was clearly 
created to circumvent the lower tax rates provided for in, for example, Art. 12 
OECD MC. The next step was to study the design of the NT clause in the GATS 
to find out if it would have an effect on this Brazilian tax. 


The structure and wording of Art. XVII GATS is the starting point. Thereafter 
some comparisons with the well-known and very different structure of the GATT 
are made, and some potential discriminatory tax measures related to services are 
discussed. Then, the possible infringement of NT in the GATS by this Brazilian 
tax is examined. 


Finally, after looking at the Brazilian commitments to market access and na- 
tional treatment and drawing a conclusion about the partial infringement of NT in 
the GATS by the above-mentioned Brazilian tax, some of the implications of NT 
for income tax policies on trading of services are analysed in order to demonstrate 
the very important role of NT obligations in the GATS. 


1. Non-Discrimination in Double Tax Conventions and WTO Agreements 


Several concepts of non-discrimination underlie international agreements con- 
cerning trade and taxation. According to Michael Daly', the main concepts involve 
most-favoured-nation (MFN) treatment, national treatment (NT), capital import 
neutrality (CIN) and capital export neutrality (CEN). 


It is well known that non-discrimination in the WTO Agreements implies, from 
the perspective of dismantling barriers to the cross-border flow of goods, services, 
capital, labour and technology (thus achieving a more efficient allocation of global 
resources), less sovereignty’ for its Member States. The same is true for those states 





I would like to thank my wife Simone Bénisch Olsen — for her love and patience during this 
long year of studies — and my friends Phillip Hoffman, Franz Koppensteiner, Sebastian Pau- 
litsch and Lorenz Pracht — for their special friendship and dedication to help me feeling at 
home sharing their families and friends with me during this long year of studies far from 
Brazil. 

| Daly, The WTO and Direct Taxation, W7O Geneva, Discussion Paper No. 9, 2005, 1 (18). 

2 The economic literature on trade agreements does not give much support to the point of view 
that considers the WTO to impose considerable constraints on the sovereignty of national 
governments: with few exceptions it views trade agreements essentially as agreements on 
reductions of tariffs, possibly complemented by rules for renegotiations of bindings, and for 
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with bilateral conventions to avoid double taxation or, with an even more far-reach- 
ing effect, for example, for the Member States of the European Union. 


Basically, the non-discrimination principle of the OECD Model Tax Conven- 
tion prohibits a host country from applying discriminatory taxes to a business en- 
terprise Operating within its territory that is carried on, owned, or controlled by 
residents of another treaty country. However, a host country may be allowed to 
apply discriminatory taxes to a non-resident taxpayer because they are not consid- 
ered to be “in the same circumstances” as domestic taxpayers (nationals). 


The same exception is not applied in the WTO Agreements. It prohibits de jure 
and de facto discrimination’ between domestic and foreign goods, services or sup- 
pliers of services (trade). Ifa host country imposes, for example, a specific tax only 
On its residents consuming goods or services from non-resident investors (not on 
goods or services provided by domestic taxpayers) this discriminatory treatment 
could constitute a violation of the non-discrimination principle* in the GATT or 
GATS. 


In other words, the WTO Agreements can also cover economic double taxation, 
whereas a DTC would cover only juridical double taxation® or, as suggested by 
Jung® “the non-discrimination rule within the international tax regime focuses on 
non-discrimination based on nationality. In this regard, it is often termed ‘owner- 
ship’ non-discrimination.” 

the resolution of trade disputes. Nevertheless, it is clear that the WTO is about more than 

reductions of border measures and that a basic undertaking by WTO members exists not to 

use internal policy measures in a protectionist fashion because of the NT provisions found 
in several of the WTO Agreements. There is thus no doubt that the criticism of the WTO is 
potentially correct, in the sense that the NT obligation may (depending on its interpretation) 
have a profound impact on the freedom of countries to choose domestic policies. The inter- 
pretation of NT is thus of central importance and its first systematic study was by Horn and 

Mavroidis in relation to the GATT. For more details about the investigation of NT on internal 

taxation and the GATT see: Horn, Henrik and Mavroidis, Petros C. Still Hazy after All These 

Years: The Interpretation of National Treatment in the GATT/WTO Case-law on Tax Dis- 

crimination, E//L Vol. 15 No.1 2004, | (39 et seq). 

} As the focus is on NT in the GATS, for a detailed analysis about WTO jurisprudence com- 
plying with non-discrimination rules, especially the interpretation of “less favourable treat- 
ment” in the history of the GATT and WTO and its comparison to the European Communities 
and further implications, see: Ehring, Lothar, De Facto Discrimination in WTO Law: Na- 
tional and Most Favoured Nation Treatment — or equal treatment? Journal of World Trade 
Vol.36 No.5 Oct 2002, 921-978. 

4 In broader terms: NT when applied to all foreign countries and Most-Favoured-Nation Treat- 
ment when applied only to one foreign country (treatment less favourable in comparison to 
the others). 

5 The OECD Model Tax Convention defines discrimination as “other or more burdensome” 
or “less favourably levied” and this is tested only if they are “in the same circumstances”. It 
is generally agreed that non-resident investors are not in the same circumstances as domestic 
taxpayers. 

6 Jung, How far should the WTO reach into income tax policies? Journal of International 
Taxation ABI/INFORM Global Vol. 16 No. 3 2005, 36 (42). 
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From another perspective, the EC Treaty aims at nothing less than complete 
integration in an internal market and, therefore, includes the free movement of 
persons, goods, services and capital’. The WTO Agreements, in contrast, seek only 
to guarantee the undistorted import and export between various national markets, 
meaning that “the free movement of capital and the free movement of workers* 
are beyond its scope”?. 


Michael Daly, Head of the Asia-Pacific Section in the Trade Policies Review 
Division (TPRM!°) since 1997, stresses that “the WTO’s interest in taxation is not 
confined to ensuring Members’ compliance with the rules of its various agree- 
ments, however. Irrespective of whether they comply with WTO rules, Members’ 
tax policies, practices and measures are being monitored much more closely under 
the WTO TPRM”. 


This approach helps to explain the severe criticism that the WTO has received 
from all scholars concerning the role of the WTO in relation to taxation!!, concern- 
ing the role of the less developed and developing countries in trade liberalization? 
and from scholars who are against international policies of trade liberalization! 
altogether. 





7? Arts. 2,3 and 14 of the EC Treaty, as quoted by Schén, World Trade Organization Law and 
Tax Law, /BFD — Bulletin 2004, 283 (284). 

‘The fact that in the GATS there is a specific mode of supply that deals with the presence of 
natural persons and is the object of market access and NT commitments is not the same as 
the free movement of workers. 

° Sch6n, Wolfgang, /BFD — Bulletin 2004, (284). 

10 Tn the case of taxation, transparency through this mechanism involves periodic reviews by 
the Trade Policy Review Body of each member’s trade and trade-related policies, practices 
and measures based mainly on a report drawn up by the WTO Secretariat on its own respon- 
sibility and a report supplied by the member under review, both entailing four key elements: 
(a) a description of the nature of tax measures; (b) their rationale or objectives; (c) their cost 
(or benefits) in terms of revenue forgone (or taxes collected); and (d) an economic evaluation 
of the effectiveness of individual tax measures (relative to alternative measures) in achieving 
the given objectives. 

1 Recently, according to Jung, Prof. Avi- Yonah, consultant to the US Treasury and the OECD 
on tax competition issues, forcefully argued in favour of the WTO as a more “attractive 
candidate for a ‘world tax organization’, primarily because of its much stronger multilateral 
features and enforcement mechanism as compared with the OECD. The OECD has only 30 
members, mostly developed countries, whereas the WTO has more than 150 countries.” See: 
Jung, Journal of International Taxation 2005, 63. 

12. Mosoti, Non-discrimination and its dimensions in a possible WTO framework agreement 
on investment: reflections on the scope and policy space for the development of poor econ- 
omies, Journal of world investment Vol. 4 No. 6 December 2003, 1011 (1019). 

13 Instead of using the term “World Tax Organization”, because the book was written before 
the 1995, some authors used other terms to criticize the influence of multilateral trade agree- 
ments in the sovereignty and economy of its member states. For example, the term “GAT- 
Tastrophe” was used by Susan George when commenting on the book: Lang, Tim and Hines, 
Colin, The new protectionism — Protecting the future against free trade, Earthscan Publica- 
tions Ltd London 1993. 
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The starting point here is that non-discrimination clauses!* exist to maintain 
neutrality of international trade and investments because any taxes imposed by the 
state'> will invariably distort the consumption and investment decisions by entities 
and individuals. 


2. The Brazilian CIDE-Royalties Tax Regime 


Brazil did not ratify the Fourth or Fifth Protocol to the GATS; Brazil was not 
a party to the Nice and Vienna Agreements; Brazil is not a member of the OECD!® 
and Brazil has signed'’ double taxation agreements with Argentina, Austria, Bel- 
gium, Canada, Chile, China, Czech Republic, Denmark, Ecuador, Finland, France, 
Hungary, India, Israel, Italy, Japan, Republic of Korea, Luxembourg, the Nether- 
lands, Norway, Philippines, Portugal, Slovak Republic, Sweden and Spain. Against 
this backdrop, one Brazilian tax is presented below to try to illustrate how the non- 
discrimination clauses can be effective in ensuring neutrality on international trade 
and investments. 


The CIDE-Royalties is a Brazilian tax for intervention in the economic domain. 
The tax is a special contribution levied on the importers of technical services and 
technologies (any kind of royalties: patents, trademarks, administrative assistance 
and technical services) when paying, crediting, delivering, using or remitting such 
services or technology abroad. 


The CIDE-Royalties was originally established by Law No. 10,168 of 29 March 
2000 at a rate of 10% on imports of royalties related to registered contracts at the 
National Institute of Industrial Property — INPI (i.e. only patents, trademarks and 





'4 MEN and NT clauses (obligations) are the cornerstones of the WTO Agreements, with the 
MEN obligation applying to border measures and the NT obligation to internal measures 
and underlying international taxation. 

'S And it is well known that in more and more cases the desire to influence the behaviour of 
taxpayers is actually the motive for the taxes imposed by the government. 

'6 Brazil became an observer of the International Committee on Foreign Investment and Mul- 
tinational Enterprises of the OECD in 1997. 

'’ It is important to mention that the Agreement between the Federative Republic of Brazil and 
the Federal Republic of Germany to avoid double taxation related to income tax and tax on 
capital, signed on June 27, 1975, was terminated by Germany on April 5, 2005, and is no 
longer effective since January |, 2006, according to Federal Decree No. 5,654/2005 (pub- 
lished in December 29, 2005, revoking Federal Decree No. 76,988/1976). But, on the other 
hand, Brazil signed a DTC with Israel (entered into force in January 2006) and concluded 
its negotiations with Mexico. Since January 2006 there is no DTC with Germany mainly 
because according to the Brazilian interpretation, services (without the transfer of technol- 
ogy) do not fall under Art. 7 — “Business Profits” (taxed in the State of Residence) of the 
OECD Model, but under Art. 21 — “Other Income” (taxed in both States — Source and Res- 
idence, without any limitation) and the Highest Brazilian Court (the Supreme Constitutional 
Court) tends to confirm this position of the Brazilian Government by Declaratory Act (Nor- 
mative) no. 1/2000 (published in 06/01/2000) enacted by COSIT, exclusively dealing with 
taxation on remittances related to contracts of rendering technical assistance and technical 
services without transfer of technology. 
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some technical services and technical assistance were covered). It therefore, rec- 
ognized that the operation consisted in a real transfer of technology in Brazil. 


Art. 2-A of the same Law provides for the reduction of the withholding tax 
(WHT) from 25% (the normal WHT rate for all services without transfer of tech- 
nology) to 15% (the same rate as the reduced WHT on interest and royalties under 
the majority of the Brazilian DTCs) on amounts paid, credited, delivered, use or 
remitted abroad for technical services, administrative assistance or any other sim- 
ilar services rendered in Brazil by foreigners. 


Basically, many reasons can be invoked to justify this but, in my opinion, the 
main purpose was to circumvent the restriction contained in most Brazilian DTCs 
concerning the possibility of levying WHT on royalties payments at a maximum 
15% rate. 


In 2001 all imported technical knowledge (i.e. technical services, all kinds of 
administrative assistance and similar services, covering almost all possible figures 
of paragraph 3 of the Art. 12 of Brazil’s DTCs) provided by foreigners (even with- 
out registered contracts at INPI and, therefore, not necessarily involving a real 
transfer of technology in the Brazilian territory) were included. 


In brief, this tax'* on technical services has been levied since 2002 at a rate of 
10% only when the royalties (technical services, in our example) are imported. It 
does not constitute an infringement of any of Brazil’s DTCs but may be a potential 
infringement of NT in the GATS. 


II. National Treatment in the General Agreement on Trade in 
Services — the GATS 


In contrast to the GATT, SCM and TRIMS Agreements, which deal solely with 
trade in goods, the GATS, which came into effect on | January 2000 even though 
the agreement itself was signed on 15 April 1994, applies to trade in services (12 
sectors: banking, insurance, information technology, telecom, health, education, 
etc. and 161 sub-sectors). 


Generally speaking, international trade and investment agreements like the 
GATT typically include tax “carve-outs” that limit the extent to which these agree- 
ments cover direct tax matters. Under the GATS, MFN and NT with respect to 
services and service suppliers do apply to indirect and direct tax measures!’. 


The principle of national treatment, for instance, is fundamental to the GATS, 
as it is to the GATT, but it is applied very differently. Whereas obligations under 
the GATT can be understood by reference only to the general rules set out in its 
articles, the GATS obligations of each member depend to a large extent on what it 
has specifically undertaken, in its own schedule, to do. 





18 According to the Supreme Constitutional Court of Brazil, a special contribution is considered 
one of the five species of taxes. 

19 Green, Robert A., The interaction of tax and non-tax treaties, Bulletin Tax Treaty Monitor — 
IBFD June 2002, p. 254 (254). 
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Basically, Art. XVII GATS addresses the NT principle and plays a similar role 
as Art. II| GATT in curbing income tax policies that provide less favourable treat- 
ment to foreign services and foreign services suppliers. It effectively modifies com- 
petitive conditions between foreign and domestic service and foreign and domestic 
service providers. 


But despite the fact that Art. XVII GATS mandates no less favourable treatment 
to foreign suppliers of services, Art. XIV: d GATS allows members to bring claims 
against income tax measures that are inconsistent with the NT principle, if the dif- 
ference in treatment is aimed at ensuring the equitable or effective imposition or 


collection of direct taxes in respect of services or service suppliers of other mem- 
bers. 


In order to compare the differences between GATT and GATS provisions, some 
extra explanation about the structure of the GATS is necessary to see to what extent 
taxation is really covered in the GATS. 


1. Structure of the GATS 


The structure of the GATS consists of two?’ important elements, namely, gen- 
eral rules and principles and commitments in specific sectors and across sectors?! . 


By recognizing that one of the major problems in service trade is the lack of an 
acceptable service definition due to the intangible nature of services, the GATS 
structure tried to overcome this by developing different service categories in 
Art. 1:2, known as the four modes of supply: |. Cross border trade; 2. Consumption 
abroad; 3. Commercial presence; and 4. Presence of natural persons.*” 


Together with the four modes of supply, a few basic articles like Most Fa- 
voured Nation treatment (Art. II), Transparency (Art. III), Domestic Regulation 
(Art. VI), etc. constitute the main GATS rules and principles. However, their 
applicability is conditional upon commitments (and its specific characteristics) 
made by members. 


Firstly, in theory, countries are free to decide which service sectors they wish 
to subject to market access and NT disciplines. This is the positive-list approach 
means of progressive liberalization. In other words, each member has the freedom 
20 Chanda, Rupa, Social services and the GATS: Key issues and concerns, Journal of world 

development Vol 31 No 12 (2003), 1997 (1999). 

2! Plus some clauses about “progressive liberalization”, “institutional provisions” and, of 
course, some “final provisions”. 

22 Mode | — Cross border trade: From the territory of one Member into the territory of any 
other Member. One user in country A receives services from abroad through its telecommu- 
nications or postal infrastructure. Such supplies may include consultancy or market research 
reports, tele-medical advice, distance traiing, or architectural drawings. Mode 2 — Con- 
sumption abroad: in the territory of one Member to the service consumer of any other Mem- 
ber Nationals of country Moving abroad as tourists, students, or patients to consume the 
respective services. Mode 3 - Commercial presence; by a service supplier of one Member, 
through commercial presence, in the territory of any other member. The service is provided 
within country A by a locally established affiliate, subsidiary, or representative office of a 
foreign-owned and —controlled company (bank, hotel group, Construction Company, etc.) 
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to make the commitment and to include any particular sector and any particular 
mode of services in its national schedule. 


A second important feature of the commitment structure is that countries may 
specify in their schedules the limitations and exceptions they wish to maintain on 
market access?’ and NT. Limitations listed in the horizontal schedules typically 
include general laws and policies, which restrict the use of a mode of supply by 
foreign suppliers, independent of the sector concerned. 


A third feature of the commitment structure is that the market access and NT 
commitments are made for each of the four modes of supply. Thus, all together, 
there are eight commitments per sub sector or activities in both the sectoral and 
the horizontal schedules. Limitations and conditions can be included in the sched- 
ules for individual modes of supply and an entry of “none” in this schedule means 
that a member binds itself to not having any measures that violate market access 
and NT for a specific sector and mode of supply — this is also known as a “full 
commitment”. “Unbound”, on the other hand, means that no commitment is made 
for a particular mode of supply. 


Another important feature is that the GATS commitment structure is voluntary 
and flexible by nature. Theoretically, there is no compulsion for members to open 
up a particular sector or sub-sector/activity or a particular mode of supply if there 
are sensitivities and concerns involved about the potential impact. In other words, 
countries are theoretically free to provide for restrictions in their schedules of com- 
mitments for any particular type of services as provided for in Art. X VI on market 
access. Examples are limitations on the number of service operations, the value of 
service transactions or assets, the number of operations, the number of national 
persons supplying a service, the participation of foreign capital and the type of 
legal entity. . 


Also, as an important feature of the GATS, Art. XVIII allows members to ne- 
gotiate “additional commitments affecting trade in services not subject to sched- 





Mode 4 — Presence of natural persons: by a service supplier of one Member, through the 
presence of natural persons of a Member in the territory of any other Member. One foreign 
national provides a service within A as an independent supplier (e.g., consultant, health 
worker) or employee ofa service supplier (e.g. consultancy firm, hospital, construction Com- 
pany). The last Mode may be found alone, with no permanent commercial presence, and the 
visiting persons involved may be employees of a foreign supplier of service, or may be pro- 
viding services as independent individuals, but when the presence of foreigners is required 
in Mode 3 (normally managers and or specialists), than it will be found together with Mode 4. 
It is important to note that the agreement has nothing to do with individuals looking for 
employment in another country, or with citizenship, residence or employment requirements. 
Even if members undertake Mode 4 commitments to allow natural persons to provide serv- 
ices in their territories, they may still regulate the entry and stay of the persons concerned, 
for instance by requiring visas, as long as they do not prevent the commitments from being 
fulfilled. 

23. Typical conditions specified in the commitments on market access include foreign equity 
limits, requirements for licensing or approval, quantitative restrictions, and limits on the 
value of transactions. 
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uling under Articles XVI and XVII”. Such additional commitments”4 may include, 
but are not limited to, undertakings in the chosen mode of supply with respect to 
qualifications, technical standards, licensing requirements or procedures, and other 
domestic regulations such as those covered by Arts. VI, VIII and IX GATS. The 
importance of this is related to the fact that despite the natural discrimination inherent 
in setting up requirements about qualifications, technical standards etc., market ac- 
cess and NT (Arts. XVI and XVII) will be considered a “full commitment”. 


Within the same structure, but independently of any commitment taken by one 
member, the GATS also provides general derogations for domestic measures that 
are taken in the framework of regional economic integration (under Arts. V and V 
bis) and for public interest reasons (under Arts. XIV and XIV bis) and for income 
tax measures (under Art. XIV: d*> — NT) and tax treaties (under Art. XIV: e7° — 
MEN). This means that these measures may not constitute arbitrary or unjustified 
discrimination or a disguised restriction on international trade. 


Considering the above structure, in order to evaluate the extension of direct 
taxation in the GATS the following statement by Van Thiel?’ is very useful. He 
writes: “In spite of their wide scope of application, the actual impact of the GATS 
provisions in the income tax area is widely believed to be limited, because there 
are large carve outs from the MFN and national treatment obligations for tax trea- 
ties and income tax measures”. 


On the other hand, because the large carve-outs from MFN (Art. XIV: e) nor- 
mally do not deal with “indirect taxation”** and the carve-outs from NT (Art. XIV: 
d) are applied only to “direct taxation”’’, only the commitments on market access 





“4 They are required to be inscribed in the schedule of a Member. 

*5 The U.S. added this provision and the respective footnote in the General Exceptions estab- 
lishing: “XIV- Subject to the requirement that such measures are not applied in a manner 
which would constitute a means of arbitrary or unjustified discrimination between countries 
where like conditions prevail, or a disguised restriction on trade in services, nothing in this 
Agreement shall be construed to prevent the adoption or enforcement by any Member of 
measures: (...) (d) inconsistent with Art. XVII, provided that the difference in treatment is 
aimed at ensuring the equitable or effective imposition or collection of direct taxes in respect 
of services or service suppliers of other Members”. 

26 “(___)(e) inconsistent with Art. II, provided that the difference in treatment is the result of an 
agreement on the avoidance of double taxation or provisions on the avoidance of double tax- 
ation in any other international agreement or arrangement by which the Member is bound.” 

2) Thiel, Servaas van. General Report in: Lang, Michael and Herdin, Judith and Hofbauer, Ines, 
WTO and Direct Taxation, Linde Verlag Wien and Kluwer Law international London 2005, 
| (36). 

28 In general, the ill-founded dichotomy between direct and indirect tax is clear and many schol- 
ars criticize it, but in GATS the definition of direct taxes is broad and need to be taken in 
consideration because of the large number of carve-outs specially designed to direct taxes 
only. 

29 Art XXVIIL o GATS provides that “direct taxes’ comprise all taxes on total income, on 
total capital or on elements of income or of capital, including taxes or gains from the alien- 
ation of property, taxes on estates, inheritance and gifts, and taxes on the total amounts of 
wages or salaries paid by enterprises, as well as taxes on capital appreciation”, not giving 
the definition of ‘indirect taxes’. 
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(Art. XVI) and national treatment (Art. XVII) obligations, largely reduced by the 
horizontal commitments (Art. XVIII), can limit the extension of the GATS provi- 
sions in the indirect tax area. 


It is also important to mention that besides the main features of the GATS struc- 
ture, Part IV (progressive liberalization) puts trade liberalization into practice, Part 
V (institutional provisions) establishes the procedures of ‘consultation’ and, most 
important, ‘dispute settlement and enforcement’ among members and Part VI (fi- 
nal provisions) gives some definitions and enforcement to the Annexes. 


Art. XIX provides that, starting no later than January 2000, WTO members 
must*? enter into “successive rounds of negotiations with a view to achieving a 
progressively higher level of liberalization” of trade in services*!. In committing 
governments to repeated efforts to enlarge opportunities for international trade in 
services, this article goes far beyond the agreements to negotiate on specific ques- 
tions left unsettled by the Uruguay Round, such as the rules on safeguards or sub- 
sidies for services, or the commitments on financial services or basic telecommu- 
nications. 


According to the Secretariat of the WTO: 


“Article XIX is a guarantee that the present GATS package is only the first fruit of 
a continuing enterprise, to be undertaken jointly by all WTO members, to raise the 
level of their services commitments towards one another. Moreover, the article gives 
explicit assurance that, in setting the guidelines for future negotiations, the Council 
for Trade in Services will decide how to handle two issues of great concern to de- 

veloping countries. One, an issue essentially unsettled in the Uruguay Round, 

where it came up in the context of trade in goods as well as in services, is the ques- 

tion of how countries should be given negotiating credit for efforts they may have 
undertaken to open up their markets to foreign service suppliers since the previous 
round of multilateral negotiations. The other concerns the special treatment to be 
given to least-developed countries.” *? 


Art. XX simply spells out the procedural implications of Part III (specific com- 
mitments), which lays down the rules for specific commitments on services. The 
article lists the elements to be covered in the schedule of each member and, in the 
same way as Art. II GATT, provides that the schedules form “an integral part” of 
the GATS Agreement itself. 


But, like the provisions for the modification of Schedules under Art. XXVIII 
GATT, Art. XXI GATS sets rules and procedures under which a member may mod- 
ify or withdraw any specific commitment in its Schedule, and may request a min- 
imum time of three years from the date of the commitment (in force) to modify or 
withdraw it. 


30 Although in practice the signatories of GATT engaged in similar rounds of negotiations to 
liberalize world trade in goods, they were under no compulsion to do so. 

31 Except for the Agreement on Agriculture (in a certain extension), the article has no counter- 
part. In the GATT or in the other Uruguay Round Agreements. 

32. WTO Secretariat — Trade in Services. An Introduction to the GATS, In: WTO, www.wto.org 
(October 1999) 1 (9). 
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Finally, it is really important to stress with regard to Part IV that at the request 
of any member affected by a proposed modification or withdrawal, the member 
seeking to modify its commitment must enter into negotiations to reach agreement 
on any necessary compensatory adjustment “to maintain a general level of mutu- 
ally advantageous commitments no less favourable to trade than that provided for 
in the Schedules of specific commitments prior to such negotiations”. 


The most important provision of Part V in the GATS is without doubt 
paragraph 3 of Art. XXII. It provides that: 


“a Member may not invoke Article XVI, either under this Article or Article XXUP°, 
with respect to a measure of another Member that falls within the scope of an in- 
ternational agreement between them relating to the avoidance of double taxation. 

In case of disagreement between Members as to whether a measure falls within the 

scope of such an agreement between them, it shall be open to either Member to 

bring this matter before the Council for Trade in Services.*4 The Council shall refer 
the matter to arbitration. The decision of the arbitrator shall be final and binding 
on the Members.” 

In other words, paragraphs 3 of Arts XXII and XXIII are another way to carve 
direct taxes out of NT obligations and also to keep the WTO from affecting DTCs 
and, most important, to keep the Dispute Settlement mechanism as the ultimate 
means to solve any conflict between members — thus putting much more pressure 
on members to enlarge their commitments in order to keep the last status of trade 
negotiations among them. 

Finally, it is also important to stress that one of the great*® untold accomplish- 
ments of the WTO is the creation of an organization with legal personality. This 
fact means that the committees and subcommittees of the WTO can decide them- 
selves to undertake work without the creation of special negotiation instruments, 
such as “rounds”. In other words, the pressure to open markets is very high and 
many times does not give member countries enough time to the study of the con- 
sequences of certain commitments. 





3 This article has three paragraphs about ‘Dispute Settlement and Enforcement’ and its para- 
graph 3 provides that “if any Member considers that any benefit it could reasonably have 
expected to accrue to it under a specific commitment of another Member under Part III of 
this Agreement is being nullified or impaired as a result of the application of any measure 
which does not conflict with the provisions of this Agreement, it may have recourse to the 
DSU. If the measure is determined by the DSB to have nullified or impaired such a benefit, 
the Member affected shall be entitled to a mutually satisfactory adjustment on the basis of 
paragraph 2 of Art. XX1, which may include the modification or withdrawal of the measure. 
In the event an agreement cannot be reached between the Members concerned, Art. 22 of 
the DSU shall apply.” 

4 Official note: “With respect to agreements on the avoidance of double taxation which exist 
on the date of entry into force of the WTO Agreement, such a matter may be brought before 
the Council for Trade in Services only with the consent of both parties to such an agreement.” 

35 Lang, Jeffrey M. The first five years of the WTO: General Agreement on Trade in Services, 
Law and policy in international business Vol. 31 No. 3 Spring 2000, 801 (807). 


114 


2. 


GATS — National Treatment and Taxation 





National Treatment — Wording of Article XVII GATS 
For the interpretation of the NT clause of the GATT there are a lot of tests*° 


and many Reports of the Dispute Settlement Body (DSB) and the Appellate Body 
(AB) that have to be considered. Quite the opposite situation exists in the GATS. 
Despite the fact that some scholars argue that all the GATT case law and its tests 
should be also considered for GATS interpretation purposes — at least this should 
be a natural tendency*’ of the DSB and the AB -, there are not many tests** nor 
many Reports in the GATS*® that would provide the necessary certainty in inter- 
preting the text of Art. XVII GATS. 


To get some guidelines about the interpretation? of the non-discrimination 


clause in the GATS, the wording of Art. XVII*! and the official note?” on it should 
be analyzed: 


36 


38 


40 


4] 


Severe criticism about the protectionist propositions of Prof. Gaetan Verhoosel (‘Integrated 
Necessity Test’ and others to reveal discrimination under National Treatment provisions) 
were made by Prof. Rajesh Pillai. See: Pillai, Rajesh, National Treatment and WTO Dispute 
Settlement by Gaetan Verhoosel, World Trade Review Vol. 1 No. 3 November 2002, 321 
(341). 

For example, as pointed out by Prof. Lennard, the FSCs Panel was adopted as one of three 
reference Reports in the EC-Bananas, where the views of the Appellate Body on the GATS 
were, in its words, “reinforced by the conclusions of previous panels that the term ‘affecting’ 
in the context of Art. III of the GATT is wider in scope than such terms as ‘regulating’ or 
‘governing’”. The same scholar also says that “the conclusions in the EC-Bananas Report 
were grounded in an interpretation of the GATS, and as we have acknowledged, that has a 
broad application, in respect of both services and service suppliers. The proposed GATS had 
an application so broad as to call for specific preservative measures for tax treaties, while in 
my view the GATT clearly did not.” See: Lennard, Michael. The GATT 1994 and Direct 
Taxes: Some National Treatment and Related Issues (87) in: Lang, Michael and Herdin, 
Judith and Hofbauer, Ines, WTO and Direct Taxation, Linde Verlag Wien and Kluwer Law 
international London (2005). 

In EC — Bananas III, the Appellate Body rejected the application of the “aims and effects” 
test which had been previously adopted by several GATT panels in interpreting Art. III of 
GATT to the national treatment requirement contained in Art. II or Art. XVII of GATS. 
Only EC — Bananas III, WT/DS27 (Arts. Il and XVII), and Canada — Autos, WT/DS139 - 
WT/DS/142 (Arts. II, V and XVII). 

Modern treaty interpretation, in the WTO and elsewhere, follows the rules in Arts. 31 and 
32 of the Vienna Convention on the Law of Treaties, as a reflection of customary international 
law; and these rules emphasise that what is being sought is essentially the objectively ascer- 
tained intention of the parties as manifested in the text of the agreements; the “expressed 
intent” rather than the “subjective intent”, of the parties, as recognized by the International 
Law Commission in its Commentary on the draft Vienna Convention: Yearbook of the In- 
ternational Law Comission, 1966, Vol II, at 220. See: Lennard, Michael, Linde Verlag Wien 
and Kluwer Law international, 2005, 76 et seq. 

Art. XVII as Law of Prohibition and Art. XIV as Law of Justification (Prof. Gaetan Verhoosel). 
As a member of WTO, Brazil obviously needs to follow the formal interpretation of the 
wording of the Law (the GATS, for instance), which is completely different from the situation 
in that Brazil does not follow the OECD interpretation of the wording of the DTCs (Art. 7, 
for instance). 


115 


Monroe Olsen 








“Article XVII — National Treatment 


I. In the sectors inscribed in its Schedule, and subject to any conditions and qual- 
ifications set out therein, each Member shall accord to services and service sup- 
pliers of any other Member, in respect of all measures affecting the supply of serv- 
ices, treatment no less favourable than that it accords to its own like services and 
service suppliers.#3 


2. A Member may meet the requirement of paragraph | by according to services 
and service suppliers of any other Member, either formally identical treatment or 
formally different treatment to that it accords to its own like services and service 
suppliers. 


3. Formally identical or formally different treatment shall be considered to be less 
favourable if it modifies the conditions of competition in favour of services or serv- 


ice suppliers of the Member compared to like services or service suppliers of any 
other Member.” 


Basically. Art. X VII provides that, according to the commitments (sectors, con- 
ditions, qualifications, etc. set out in the schedule), in order to ensure equal con- 
ditions of competition, each member must treat foreign services and service sup- 
pliers, in measures affecting the supply of services, no less favourably than its own 
services and service suppliers to keep equal conditions of competition. 


The basic obligation is stated in terms very similar to those of the NT rule in 
Art. IIL GATT, but of course is limited to services sectors for which commitments 
have been given. By analogy, in market access, the requirement that any limitations 
on NT need to be specified in the schedule gives to these limitations the same 
character as a GATT-bound tariff: the stated conditions or qualifications represent 
the worst treatment that may be given (there is nothing to prevent better treatment 
being given in practice). 


But the most controversial interpretation, as we have seen from many cases in 
the GATT, is about “like” or, in the GATS “likeness of services and service sup- 
pliers”. The Panel on EC — Bananas 1/1, in a finding not reviewed by the AB, ad- 
dressed the issue of likeness under Art. XVII as follows: 


“[T]he nature and the characteristics of wholesale transactions as such, as well 
as of each of the different subordinated services mentioned in the headnote to sec- 
tion 6 of the CPC, are ‘like’ when supplied in connection with wholesale services, 
irrespective of whether these services are supplied with respect to bananas of EC 
and traditional ACP origin, on the one hand, or with respect to bananas of third- 
country or non-traditional ACP origin, on the other. Indeed, it seems that each of 
the different service activities taken individually is virtually the same and can only 
be distinguished by referring to the origin of the bananas in respect of which the 
service activity is being performed. Similarly, in our view, to the extent that entities 
provide these like services, they are like service suppliers.” 

43 Official Note No.10: “Specific commitments assumed under this Article shall not be con- 
strued to require any Member to compensate for any inherent competitive disadvantages 
which result from the foreign character of the relevant services or service suppliers.” 
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The AB stated from a grammatical perspective that: 


“the GATS negotiators chose to use different language in Article II and Article 
XVII of the GATS in expressing the obligation to provide ‘treatment no less favour- 
able’. The question naturally arises: if the GATS negotiators intended that ‘treat- 
ment no less favourable’ should have exactly the same meaning in Articles II and 
XVII of the GATS, why did they not repeat paragraphs 2 and 3 of Article XVII in 
Article II? The question here is the meaning of ‘treatment no less favourable’ with 
respect to the MFN obligation in Article II of the GATS. There is more than one 
way of writing a de facto non-discrimination provision. Article XVII of the GATS 
is merely one of many provisions in the WTO Agreement that require the obligation 
of providing ‘treatment no less favourable’’’**. 


Finally, it is also important to consider that even if a measure cannot be said to 
discriminate de jure in a case in which it is not clear from reading the text of the 
law, regulation or policy that it discriminates against services or service suppliers 
of other Members as compared to “like” services or service suppliers of the member 
maintaining the measure, this measure may still discriminates de facto if, after a 
review of all relevant facts relating to its application, it becomes clear that a meas- 
ure discriminates in practice. 

The point is that, as concluded by Jung, “how broadly ‘like service’ and ‘like 
service providers’ can be defined is also unclear. Depending on the breadth of the 
definition, the national treatment principle in GATS has the potential to play an 
important role in curbing discriminatory behaviour that is not regulated by the in- 
ternational tax regime.”*> 


3. Potentially Discriminatory Tax Measures 


Van Thiel*® concludes that there are several domestic (or tax-treaty-based) tax 
measures that could potentially breach the GATS national treatment obligation 
even when such measures fall within the explicit exceptions of Art. XIV: d — for 
example, measures aimed at preventing tax avoidance or measures to collect the 
taxes on the gross amount of source income earned by non-residents. 


But apart from the above-mentioned measures, the national reporters of the 
same conference about WTO and Taxation note that certain tax incentives (favour- 
ing domestic persons and entities) for the production of films in New Zealand (de- 
ductibility of costs) and Spain (availability ofan investment deduction), for interest 
on loans for agricultural activities and the acquisition of a dwelling in Italy (tax 
allowance) and for services provided by small companies in England (lower cor- 
porate income tax rate) may be potential breaches of the GATS national treatment 
obligation. 





44 Report of the Appellate Body, EC—Bananas III, note 7, paragraph 233 — Adopted 25 Sep- 
tember 1997. 

45 Jung, Youngjin, Journal of International Taxation ABI/INFORM Global, 64. 

46 Thiel, Van. (General Report of WTO and Direct Taxation) Linde Verlag Wien and Kluwer 
Law international, 42 et seq. 
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‘The same Report points to measures dealing with wealth tax (to be paid by non- 
residents), hidden reserves (domestic deferral versus immediate taxation when in 
cross-border reorganizations) and other peculiar situations identified as potentially 
contravening the GATS NT provision (and of course depending on the schedules 
of each Member). 


The Brazilian CIDE-Royalties, chosen to show the functionality of NT obliga- 
tion in the GATS, on the other hand, does not deal with direct taxes (at least not 
strictly speaking), nor tax incentives or other tax measures identified by the na- 
tional reporters. In fact, it is a case in which the most adversely affected were the 
multinationals that needed to import technology to be able to compete worldwide 
and, at the same time, needed to use their own specialized technicians from the 
headquarters or other countries in which they developed this kind of resource. 


4. Discrimination by the Tax Levied on Technical Services Rendered in 
Brazil? 


To decide whether the tax provision in section I.2 might be considered an in- 
fringement of the NT obligation in the GATS, it is first necessary to look at the 
Brazilian schedule*’ — including commitments to Market Access (Art. XVI) and 
National Treatment (Art. XVII). 


Brazil included all sectors on its schedule, but limited access to its market only 
in mode 3, in a very detailed list of restrictions under domestic law and under reg- 
ulations of the Brazilian Central Bank, and in mode 4, for measures related to spe- 
cialized technicians, highly qualified professionals, managers and directors. 


The Brazilian exception in Mode 4 for market access states that: 


“Foreign specialized technicians and highly qualified professionals may work un- 

der a temporary contract with legal entities, whether of national or foreign capital, 

established in Brazil. The pertinent contract must be approved by the Ministry of 
Labour. Approval of contracts of specialized technicians and highly qualified pro- 

fessionals takes into account the compatibility of their qualifications with the area 
of business in which the company is engaged. The company must justify the need 
to contract such professionals and technicians in relation to similar professionals 
and technicians available in Brazil. 


Juridical persons must obey the proportionality of at least two Brazilians for three 
employees when engaged in the following activities listed in this offer: communi- 
cations; land transportation; commercial stores in general; commercial offices; 
insurance; advertising; hotels and restaurants. 


Managers and Directors appointed to affiliates of foreign companies established 
in Brazil will be granted access under the following conditions: designation to a 
position with full decision-making power; vacancy of such position; existence of 
associate link between the service provider in the Brazilian territory and its head- 


47 WTO document GATS/SC/13, 15 April 1994. Unlike GATT schedules, which consist of 
little more than long lists of numbers identifying different products and specifying a maxi- 
mum import duty chargeable on each, GATS schedules are complex and different from one 


country to another. 
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quarters abroad; proof by the service provider in Brazil that the Manager or Di- 
rector is performing his duties after receiving the visa. Appointment of such Man- 
agers or Directors must be related to the provision of new tec hnology, increase in 
productivity or the foreign company must have invested a minimum amount of US$ 
200,000.00 (amount may be adjusted in the future to a corresponding US$ value 
of 1993) in Brazil. All other requirements, laws and regulations regarding entry, 
stay and work shall continue to apply.” 


In the same schedule there are limitations on NT “unbound” only in Mode 4 
and for subsidies for research and development, as well to movement of natural 
persons indicated in the market access column (see details above). In other words, 
Brazil may not discriminate against foreign services or foreign suppliers of services 
if they are operating in Mode 4%°. 


The question is whether the Brazilian tax levied only on imported technical 
services at a rate of 10% could be an infringement of NT obligation in the GATS? 


From the Brazilian Schedules in GATS, there are no commitments in Modes | 
and 2 (cross-border supply) for national treatment obligation. In this way, if a for- 
eign entity receives an amount from Brazil with regard to technical services ren- 
dered abroad and remitted to Brazil, CIDE-Royalties may still be charged on the 
person who is paying royalties (technical service) without being a prohibited dis- 
crimination under the GATS. 


But if a foreign natural person (or an entity seconding its employee) is hired by 
a Brazilian (or a Brazilian entity, even if owned by foreign investors), who fulfils 
all the requisites for a work permit (normally, a temporary visa for highly qualified 
professionals) to render his/her technical services in Brazil, CIDE-Royalties con- 
stitutes an infringement of the NT obligation of Art. XVII GATS. 


First, because Brazil is “bound” to the NT obligation in Mode 4 for all service 
sectors (horizontal commitment) and, second, because there is a clear less favour- 
able treatment of foreign technical services and service suppliers than domestic 
ones: the Brazilian tax that is discrimination and which modifies the conditions of 
competition. 


Using the same words of the last part of Art. XVII: 1 and the following para- 
graphs, a treatment (...) less favourable than that it accords to its own like services 


and service suppliers that could (...) modify the conditions of competition in favour 
of services or service suppliers of the member compared to like services or service 


suppliers of any other member happened. 
According to Lothar Ehring*® “the panel in EC— Bananas III found that various 
aspects of the EC's banana regime modified the conditions of competition between 


48 Note that Mode 3 is commercial presence and, in this way, once established in Brazil, it 
would not be considered a foreigner enterprise anymore, but only owned by foreigners, with 
the same rights of all Brazilian citizens/entities. In this way, Brazil has also retained the right 
to require foreign companies wishing to supply a service to be organized as a legal entity as 
foreseen by Brazilian law (most commitments are in Mode 3 — commercial presence) and 
there is no commitment on cross-border supply. 

49 Ehring, Lothar, Journal of World Trade, 933. Also available at: 
http://www.jeanmonnetprogram.org/papers/01/013201.html (p. 12). 
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domestic and foreign service suppliers to the detriment of the latter. It similarly 
based this finding on a thorough quantitative analysis of the share of both EC and 
third-country service suppliers within the formally origin-neutral categories which 
received different treatment under the regime. The Appellate Body confirmed this 
approach.” 


By putting together that above-mentioned findings in EC-Bananas //1, all other 
findings about the wording of Art. XVII (including the tendency of use of some 
findings in GATT decisions), the implicit information that Brazil has highly qual- 
ified professionals rendering technical services (causing a modification in the com- 
petition conditions) and the fact that this tax is also a circumvention of the 15% 
limit of withholding tax limit in the Brazilian DTCs (meaning that it is not related 
in the exceptions of Art. XIV: dand e), CIDE-Royalties constitutes an infringement 
of Art. XVII GATS. 


In conclusion, considering all the above-mentioned information and that there 
is no justification in Art. XIV: a to e GATS (“law of justification”) to allow such 
a discriminatory tax measure (it is not within the framework of regional economic 
integration, nor for public interest reasons, nor for the purpose of collecting taxes 
or respecting double tax treaties), when charged in connection with the movement 
of natural persons (Mode 4) CIDE-Royalties constitutes an infringement of the NT 
obligation of Art. XVII GATS. 


Ill. Conclusion 


While in a DTC one of the two states (or its multinational entities) can easily 
circumvent the rules by shifting the tax burden from direct to indirect taxation 
(changing the effective taxpayer) or by using other methods to raise its tax base 
(gross up) or by giving a domestic formal interpretation to some words or even to 
an entire article of the DTC*, in the WTO Agreements circumvention by one of 
the 149 members to keep the right to tax (sovereignty) will be much more difficult 
because the member is restricted to the interpretation of words and exceptions that 
are already binding and, most important, because only a DSB or an AB will give 
the last judgment. 


The NT obligation is a cornerstone of the GATS and is applied very differently 
than it is under the GATT 1994. In the GATS, the fundamental principle of non- 
discrimination applies only to those service sectors specifically designated by a 
member in its Schedule, unless an additional commitment (nor an additional re- 
striction) was made in the terms of Art. XVIIP°'. 

30 Of course, considering the risk of termination of the DTC by the other state, if no longer 

beneficial — as recently occurred between Brazil and Germany (terminated on 31.12.2005). 
5! It means additional commitments with respect to other measures affecting trade in services, 

such as those on required qualifications, standards and licensing. Again, when a member 

includes a horizontal commitment in this way, it automatically means that no restriction of 
market access or national treatment restricts its commitment. 
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NT is restricted under the GATS to services for which commitments have been 
undertaken because the very complex nature of trade in services. While a universal 
NT for goods is possible without creating free trade (border controls with import 
duties), because of the different modes of supply the same treatment would con- 


stitute a virtually free access to the market if members do not restrict its markets 
or NT. 


But even when a member decides to make specific commitments on market 
access or NT for specific services sectors, such commitments maybe subject to 
certain conditions, qualifications and limitations specified in the relevant columns 
of its Schedule. Thus, the obligations of a Member on market access and NT in 
particular, cannot be understood without reference to the specific commitments 
made in relation to specific service sectors or to general horizontal commitments 
in that member’s schedule. 


The CIDE-Royalties, a Brazilian tax levied at a rate of 10% only on imported 
royalties (including technical services), constitutes an infringement of the NT ob- 
ligation of Art. XVII GATS, but only when charged in connection to the movement 
of natural persons (Mode 4), because Brazil did not make commitments in Modes 1 
and 2 (at least not in general terms) and in Mode 3 there would not have any dis- 
crimination. 


There is no “law of justification” (Arts. V, V bis, XIV and XIV bis) that can 
change this finding. Since this is not a case of direct taxation nor is a double tax 
convention involved (unless Brazil assumes that the imposed CIDE-Royalties also 
“circumvents” its DTCs by imposing an extra tax of 10% to keep the tax burden 
on imported royalties at the same level of imported services without the transfer 
of technology — a 25% tax rate) it would be a case of applying Arts XXII (3) and 
XXIII (3) GATS to delay a dispute settlement procedure. 

In conclusion, NT in GATS has a great potential in curbing discriminatory be- 
haviour that is not regulated by the international tax regime. This because many 
developing countries are making many commitments to open their markets (serv- 
ices, for instance — in exchange of agriculture) without taking care of their own 
taxes. In the future, in my opinion, some of these countries will face budget prob- 
lems because of the consequences of a discriminatory tax and questions of “sov- 
ereignty” will certainly put even more pressure on the role of WTO — as a “World 
Tax Organization”. 

Specifically speaking about the Brazilian tax environment, there are many de- 
cisions to the effect that, and there are many scholars in Brazil who say that, inde- 
pendent of the nature of the tax (Municipal, State or Federal level), any taxation 
levied in Brazil in a discriminatory way as laid down in by WTO Agreements is 
considered illegal if it infringes NT. Basically, multilateral, regional or bilateral 
international agreements prevail over domestic tax law, according to Art. 98 of the 
Brazilian Tax Code. 


12] 


Monroe Olsen 








One of these Brazilian scholars is Sacha Calmon®?. He emphasizes, by using 
many court decisions about the GATT and NT obligations, the necessity of the 
Brazilian States (mainly) to be technically prepared to face the effects of the inter- 
national treaties which the Federal Brazilian Republic signs in the future (note that 
States will keep the right to tax, despite the fact that they are not entitled to sign 
treaties). 

Instead of thinking of future international! treaties and what the role of the Bra- 
zilian States and Municipalities should be regarding their right to tax, my opinion 
is that Brazil should instead start by having a comprehensive single tax system (all 
levels: Federal, states and municipalities) in line with the principles and guidelines 
with the international community (including the OECD) and its trade partners to 
be considered a serious country. 


52 Calmon Navarro Coelho, S., Os tratados internacionais em matéria fiscal em face dos acordos 
comerciais internacionais, regionais, bilaterais ou multilaterais: uma visdo juridica da 
questo, in Direito tributario internacional aplicado: volume II. — Sao Paulo: Quartier Latin 
(2004), p. 91 (108). 
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I. Introduction 


The sharp increase of the services industry as a share of the total GDP forced 
developed! and developing countries to open the gateway and liberalise markets 
for international trade in services.? After a series of tough negotiations at the Uru- 
guay Round, the General Agreement on Trade in Services (GATS) entered into 
force on | January 1995. The GATS, as Annex 1B, forms part of the Agreements 
Establishing the World Trade Organization (WTO Agreement). 


The GATS is based on three interdependent pillars: (i) the framework contain- 
ing fundamental principles, rules and disciplines that apply to all Members; (ii) the 
Annexes addressing the specificities of the individual service sectors and modes 
of supply, and exemptions from Article II (MFN), which form an integral part of 
the Agreement by virtue of Article XXIX GATS; and (iii) the national schedules 
of specific commitments that are also annexed to the Agreement, forming an inte- 
gral part thereof in accordance with Article XX GATS. 


The scope of the GATS is embodied in Article I:1 of the framework agreement. 
It states that “This Agreement applies to measures affecting trade in services” 4 
The GATS fails to define ‘services’. A broad definition of ‘measures’ is found in 
Article XX VII (a). As a result of this broad definition, it has been generally ac- 
cepted that all measures which affect? cross-border trade in services supplied in 





| The efforts to adopt an international agreement to liberalise the cross-border trade of services 
were mostly influenced by the US. See Abu-Akeel, Definition of Trade in Services under 
the GATS: Legal Implications, 32 (2) George Washington Journal of International Law and 
Economics 1999, 189 (189). 
The Preamble to the GATS expressly states that by “recognising the growing importance of 
trade in services for the growth and development of the world economy”, one of the objec- 
tives of the GATS is to “establish a multilateral framework of principles and rules for trade 
in services with a view to the expansion of such trade under the conditions of transparency 
and progressive liberalisation”. See also Wang, Most-Favoured-Nation Treatment under the 
General Agreement on Trade in Services — And its Application in Financial Services, Journal 
of World Trade 1996, 91 (91). For the economic effects of service liberalisation, see WTO 
Secretariat, Guide to the GATS: An Overview of Issues for Further Liberalisation of Trade 
in Services (2001) 1-6. 
3 Wang, Journal of World Trade 1996, 92. 
4 Article I:1 GATS; See WTO Secretariat, A Handbook on the GATS Agreement (2005) 6-7. 
5 The WTO Dispute Settlement Panel interpreted the meaning of the term ‘affecting’ in Eu- 
ropean Communities — Regime for Importation, Sale and Distribution of Bananas, WT/ 
DS27/R/MEX, 22 May 1997. In its interpretation the Panel relied on Article 31 of the Vienna 
Convention on the Law of Treaties and noted that the GATS, like the GATT, is an “umbrella 
agreement” to all sectors of trade in services. To determine the ordinary meaning of the term 
‘affecting’, the Panel stated that Article I GATS “does not convey any notion of limiting the 
scope of the GATS to certain types of measures or to a certain regulatory domain”. In the 
light of this finding, the Panel concluded that the term ‘affecting’ should be interpreted broad- 
ly. See also Jarreau, Interpreting the General Agreement on Trade in Services and the WTO 
Instruments relevant to the International Trade of Financial Services: The Lawyers Perspec- 
tive, 25 (1) North Carolina Journal of International Law and Commercial Regulation 1999, 
(ly 32. 
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one of the four ways as described in Article 1:26 GATS fall within the scope of this 
agreement.’ 


Il. Most-Favoured-Nation Treatment in Article 11 GATS 


The MEN principle is one of the most essential principles which forms the back- 
bone of the GATS.‘ A conditional MFN clause has been used as a legal instrument 
in a number of bilateral treaties. In contrast, the most-favoured-nation treatment 
in the GATS and in all other multilateral agreements of the WTO is extended un- 
conditionally to all other Member States. It is also the first time that the MFN 
principle has been introduced into a multilateral agreement governing international 
trade in services.” Article Il:! GATS, which lays down this principle, is brief and 
is broadly worded:!° 


“With respect to any measure covered by this Agreement, each Member shall accord 
immediately and unconditionally to services and service suppliers of any other 
Member treatment no less favourable than that it accords to like services and serv- 
ice suppliers of any other country.” 


A few words must be said in respect to the interpretation of this article. The 
term ‘immediately’ implies that the beneficiary has the right to claim the most 





® Article 1:2 GATS lists the four modes of supply. Mode | refers to cross-border supply where 

a non-resident service supplier of one Member State has the possibility to supply cross-border 

services into another Member’s territory; Mode 2 refers to the freedom for one Member’s 

national to purchase services in the territory of another Member; in Mode 3 one Member 

State gives the permission to services suppliers of another Member State to establish or ex- 

pand a commercial presence in the former Member State; Mode 4 refers physical presence 

of natural persons from one Member State to provide services in another Member State; see 
also Wang, Journal of World Trade 1996, 94; International Trade Centre/Commonwealth 

Secretariat, Business Guide to the General Agreement on Trade in Service (1999) 22-26. 

Article I:3 (c) GATS provides that services which are supplied neither on a commercial basis 

nor in competition with one or more services are deemed not to be included in term ‘services’ 

for the purposes of the GATS. Thus, it follows that measures affecting these types of services 
fall outside the scope of the GATS. This article maintains that the term ‘services’ includes 
all services except the ones mentioned above. Several authors have criticised the fact that 
the absence of the definition of the term ‘services’ has led to several problems. One of the 
main problems is whether the provisions of the GATS apply when a trade of goods is sup- 
plemented by a contract to provide services. A typical example would be the installation of 

a plant by a foreign producer that also includes a contract for maintenance and support of 

the plant for a specified number of years. In such a case, the GATS is silent as to whether it 

applies to such contract. For an elaborate discussion on this issue, see Abu-Akeel, 32 (2) 

George Washington Journal of International Law and Economics 1999, 193. 

* Wang. Journal of World Trade 1996, 91. For an analysis of the relevance of the MFN concept 
in practise, see Horn/Mavroidis, Economic and Legal Aspects of the Most Favoured Nation 
Clause, European Journal of Political Economy 2001, 233 

° MEN treatment was previously included in bilateral and plurilateral agreements (such as the 
ANZCERTA and NAFTA) involving the trade in services. On the other hand, MFN treatment 
was included in a multilateral agreement (GATT), which involved the trade in goods. 

10 Wang, Journal of World Trade 1996, 96. 
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favourable treatment from the granting party as soon as this party extends this 
treatment to another country. Any benefits granted to other countries, both be- 
fore and after the signing of the treaty, should be extended to all other WTO 
Members. The essence of the term ‘unconditionally’ is that most favourable 
treatment should be extended to all other Members without any compensa- 
tion.'! ‘Treatment’ is a broader concept when compared with the terms ‘any 
advantage, favour, privilege or immunity’ found in Article | GATT.'? The im- 
plications of the expression ‘no less favourable than’ are two-fold. First, Mem- 
bers are obliged to accord to all other Members equal treatment that the former 
grants to any other country.!> Second, this expression does not prevent a Mem- 
ber from extending more favourable treatment than it grants to any other coun- 
try. As soon as this new standard of treatment is established, all other WTO 
Members have the right to demand this treatment. ‘Treatment no less favour- 
able’ should be interpreted as including both de jure and de facto discrimina- 
tion.'4 ‘Any other country’ also refers to third countries. Therefore, it implies 
that the beneficiary country has the right to claim the most favourable treatment 
that the granting party extends to both other Members and third countries. Per- 
haps the most important and crucial term of this provision is the meaning of 
the term ‘like’. Members are only obliged to extend the most favourable treat- 
ment to ‘like’ services or service suppliers.'> The term is pivotal in the sense 
that the likeness of a service or service supplier is the condition that gives effect 
to the whole provision. There are also exceptions that limit the application of 
Article If GATS in certain circumstances. Article I]:2 GATS allows a Member 
to maintain a measure inconsistent with the MFN obligation, provided that such 
a measure is listed and meets the conditions of the Annex on Article II exemp- 


'l_ Developed countries were concerned that a conditional MFN would limit the scope for lib- 
eralisation of trade by generating ‘selective’ protection and that they would not be able to 
benefit from the concessions of other Members if they did not provide reciprocal concessions 
up to a certain level of liberalisation. 

12 Article I:1 GATT. 

13° Sorensen, Direct Taxation and WTO Agreements, European Taxation 2002, 206 (208). 

14 Appellate Body Report, European Communities — Regime for the Importation, Sale and Dis- 
tribution of Bananas, WT/DS27/AB/R, 9 September 1997, para. 234. For a general overview 
on de facto discrimination, see Ehring, De Facto Discrimination in WTO Law: National and 
Most-Favoured-Nation Treatment — or equal treatment?, 36 (5) Journal of World Trade 2002, 
921. Another detailed analysis of the non-discrimination approach under World Trade Law 
can be found in Fauchald, Flexibility and Predictability under World Trade Organisation’s 
Non-Discrimination Clauses, Journal of World Trade 2003, 442. 

1S. Abu-Akeel points out that in contrast to goods that have clear physical characteristics, serv- 
ices are intangible processes which make it particularly difficult to determine the exact con- 
tent of the services in advance of supplying them, given the fact that services would not exist 
in their final form until they are already consumed. This factor makes the problem of estab- 
lishing the likeness of a service very complex in practise. In this respect, Abu-Akeel adheres 
to the idea of using of service classifications that could reduce the complexity of comparing 
the likeness of services. For a detailed discussion on the issue of likeness of service and 
service suppliers, see Abu-Akeel, The MFN as it Applies to Trade in Services: New Problems 
for an Old Concept, Journal of World Trade 1999, 109. 
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tions.'® Article XIV (e) GATS permits a Member to discriminate between 
Members, provided that this difference in treatment is the result of an agree- 
ment on the avoidance of double taxation.!” 


111. The Impact of Article If GATS on Direct Taxation 


The GATS makes no explicit reference to the fact that direct tax measures fall 
within the scope of this agreement. Despite this, there are clear indications that the 
provisions of the GATS apply to direct taxation. The term ‘measures’ is defined 
in Article XXVIII (a) as “any measure by a Member whether in the form of law, 
regulation, rule, procedure, decision, administrative action or any other form”. 
Given that direct tax measures, with the exception of double tax conventions, form 
part of the domestic legislation of a Member, these should easily fall within the 
wide definition of this term. The framework agreement applies to measures that 
affect trade in services. Article Il:1 GATS specifically applies both to measures 
that affect services and to service suppliers. Whilst indirect tax measures can gen- 
erally be used to tax foreign services, direct taxes affect service suppliers. Members 
use these tax measures to exercise their taxing rights on service suppliers including 
foreign suppliers, supplying their services in the ways as described in Articles 1:2 
(c) and (d). Finally, Article XIV GATS permits a derogation from the MFN obli- 
gation for certain specific direct tax measures. It would certainly be illogical to 
exempt these direct tax measures if the GATS did not apply to direct tax legisla- 
tion.'§ 

‘© This exemption was inserted in the GATS because of the unwillingness of Member States 
with open markets to subject themselves to an unconditional MFN while other countries 
were offering only limited access to their markets. The Member States with open markets 
argued that this would give rise to an unacceptable situation of “free riding”. See Leroux, 
Trade in Financial Services under the World Trade Organisation’, 36 (3) Journal of World 
Trade 2002, 413 (417). 

'’ In addition to these exceptions, there are other exceptions where a Member State is not bound 
to extend the most favourable treatment. Article V:1 GATS allows economic integration of 
a Member by entering into an agreement liberalising trade in services. Two conditions are 
imposed: (i) such an agreement has substantial coverage and (11) it provides for the absence 
or elimination of all discrimination in the sense of national treatment between or among 
parties. Examples of international agreements are the European Community (EC), the Eu- 
ropean Economic Area (EEA), the North American Free Trade Agreement (NAFTA) and 
the African Economic Community (AEC). Under Article V:3 (b) GATS, a Member may 
grant more favourable treatment to juridical persons owned or controlled by natural persons 
of developing countries in the context of an economic integration agreement involving only 
developing countries. Article V bis GATS allows labour markets to be integrated with an 
agreement establishing full integration of markets. General exceptions to MFN are also pro- 
vided by Article XIV GATS in special circumstances for the protection of public morals, 
social order and human, animal or plant life or health and measures necessary to secure 
compliance with laws and regulations that are not inconsistent with the GATS. Government 
procurement is also exempted from MFN under Article XII GATS. 

'§ Hintsanen, National Report Finland, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Tax- 
ation (2005) 257 (265); Amiel/Menuchin, National Report Israel, in Lang/Herdin/Hofbauer 
(eds.) WTO and Direct Taxation, 399 (410). 
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Having established that direct tax measures fall within the scope of Article II:] 
GATS, the obligation put forth by this provision is that Members may not discrim- 
inate between services and service suppliers originating in different WTO Mem- 
bers when applying their direct tax legislation. This provision seems to have far- 


reaching effects; however, several carve-outs limit the application of Article II:] 
GATS. 


Article II:2 GATS permits Members to exempt from the application of the MFN 
principle measures that are inconsistent with Article I:1, provided that these meas- 
ures are listed and meet the conditions of the relevant Annex of the Agreement. 
Article II:3 GATS exempts permanently from the MFN principle the advantages 
accorded to adjacent countries in order to facilitate exchanges limited to contiguous 
frontier zones of services that are locally produced and consumed. Article V GATS 
allows a preferential treatment among countries that are members to an agreement 
liberalising trade in services. In addition, Article V bis exempts from the MFN 
obligation labour market integration agreements. 


Article II:1 GATS obliges Members to eliminate discrimination only for ‘like’ 
services and ‘like’ service suppliers. In contrast to the concept of likeness found 
in the GATT, WTO jurisprudence on the interpretation of the term ‘like’ in the 
GATS is limited.!? In Canada — Autos, the Panel indicated that specific features 
of foreign service suppliers must be taken into account.?? The Panel in EC — Ba- 
nanas III upheld that in order to establish the likeness between service suppliers, 
reference should be made to the likeness of the service provided by the suppliers 
being compared. On this basis, the Panel concluded that service suppliers who are 
supplying ‘like’ services are considered to be ‘like’ for the application of Article 
II:1 GATS.?! 


In line with the reasoning of the Panel, legal scholars have argued that service 
suppliers providing services by being physically present or through a branch or 
subsidiary must be treated equally if ‘like’ services are being supplied.?* Combin- 
ing this argument with the findings of the Panel, it is inferred that the non-discrim- 
ination obligation in direct tax matters must be exercised on two levels. 


On one level, from the perspective of the Member applying its domestic legis- 
lation, the tax treatment of subsidiaries, branches or non-resident individuals, taken 
separately, should be consistent. Their tax treatment should not depend on the or- 
igin of the non-resident or the owner of the branch or subsidiary. In other words, 





19 Cappadona, National Report Italy, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxa- 
tion, 423 (432). 

20 Panel Report, Canada — Certain Measures Affecting the Automotive Industries, WT/DS139/ 
R, 11 February 2000, para. 10.248. 

21 Panel Report, European Communities — Regime for the Importation, Sale and Distribution 
of Bananas, WT/DS27/R/MEX, 22 May 1997, para. 7.346; 

22. Mota/Borges, National Report Portugal, in Lang/Herdin/Hofbauer (eds.) WTO and Direct 
Taxation, 561 (574). See also Davey/Pauwelyn, MFN Unconditionality: A Legal Analysis 
of the Concept in View of its Evolution in the GATT/WTO Jurisprudence with Particular 
Reference to the Issue of “Like Product”, in Cottier/Mavroidis (eds.) Regulatory Barriers 
and the Principle of Non-Discrimination in World Trade Law (1999) 13 (36 et seq.). 
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all subsidiaries in the state where the service is being supplied should be exposed 
to the same tax measures irrespective whether the parent company is resident in a 
low-taxed or a high-taxed jurisdiction. This applies equally and separately to the 
taxation of branches and non-resident individuals. 


On another level, if we accept the scholarly argument that service providers 
may be using different vehicles in the source country, but the ‘likeness’ of the 
service entitles them to be considered as ‘like’ suppliers, this implies they 
should suffer the same tax burden irrespective of whether they are providing 
their service through a company, branch or physically. This imposes an obliga- 
tion on Members to equalise the tax treatment of the various vehicles that can 
be used to import services. A foreign service supplier who supplies services 
through an entity as described in mode 3 would be discriminated if another serv- 
ice supplier providing a ‘like’ service by being physically present is subject to 
the relevant progressive tax rate that is less than the corporate tax rate on the 
same amount of income. 


Article XIV (e) GATS permits Members to derogate from the requirements 
of Article Il:1 GATS if the difference in treatment is the result of an interna- 
tional agreement on the avoidance of double taxation.*> The wording of this 
provision seems again to be broad and its objective is to draw a thick line 
between the GATS and international agreements on the avoidance of double 
taxation.** Some scholars have even pointed out that this provision carves out 
completely the application of MFN from the GATS in direct tax matters.*° This 
was clearly not the intention of the drafters of this provision and neither is it 
the case in practise. Article XIV (e) cannot be invoked when differential tax 
treatment arises out of unilateral measures.*° Further, this exception is condi- 
tional upon the condition set out in the chapeau?’ to Article XIV GATS. In 
particular, the chapeau states that “such measures are not applied in a manner 
which would constitute a means of arbitrary or unjustifiable discrimination 
between countries where like conditions prevail or a disguised restriction on 
trade in services’. WTO jurisprudence on the correct interpretation of the Pre- 
amble does not yet exist, although an analogous interpretation can be derived 
from the settled case law interpreting Article XX GATT on which Article XIV 
GATS has been modelled.** The Appellate Body has stated that the purpose of 


23 The exemption is applicable to double taxation agreements and other international agree- 
ments on the avoidance of double taxation such as maritime and air transport agreements on 
the avoidance of double taxation. 

24 Peters, National Report The Netherlands, in Lang/Herdin/Hofbauer (eds.) WTO and Direct 
Taxation, 495 (505). 

25 Jung, How far should the WTO reach into income tax policies, Journal of International 
Taxation March 2005, 37 (38). 

26 Petritz, National Report Austria, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 

133 (161). 

Chapeau is the term given to the preamble to Article XIV GATS in WTO case law. 

28 Article XX GATT is similar to the chapeau of Article XIV GATS but not identical. The 
difference between these provisions is that the term ‘same’ in GATT was changed to ‘like’ 
in GATS. 
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the chapeau is the prevention of abuse of the exception.?? It made it clear that 
the exceptions are limited and conditional.*° Thus, the difference in the wording 
and thresholds resulting in a different tax treatment of the various treaty partners 
will not violate the MFN obligation on the condition that these differences are not 
applied in an inconsistent way so as to constitute arbitrary discrimination or un- 
justifiable discrimination. 


It is very difficult to see how the difference in wording could result in discrim- 
ination against the other treaty partners. Tax treaties are the result of bilateral ne- 
gotiations based on the principle of reciprocity. The concessions given reflect the 
bilateral relationship between the two treaty parties. Since the economic relations 
upon which a treaty is based differ between countries, it is only natural and rea- 
sonable that a Member gives different benefits to different countries. The differ- 
ence in the wording reflects the different treatment that is the very essence of bi- 
lateral negotiations.*! If these differences are considered as arbitrary and unjusti- 
fied, then an MFN treatment for all treaty partners would disturb the carefully craft- 
ed balances of bilateral negotiations. Further, if some advantages are extended to 
other states without any reciprocal compensation, then this would lead to the ‘free 
rider’ and ‘treaty shopping’ phenomena in international tax law.*? 


The GATS fails to address the difference in treatment between a Member State 
who is a party to a DTC and treatment by the same Member to a foreign supplier 
resident in a non-DTC country. At the outset, it becomes apparent that the latter 
foreign service provider will be subject to unfavourable treatment not only because 
he will always be subject to full taxation in the state of source as opposed to the 
none or limited taxation if a DTC had been present but because this person will 
also suffer double taxation if his residence state imposes tax on a world-wide ba- 
sis.*> This particular treatment creates an obstacle to service providers originating 
in non-DTC countries. 


The immediate question that arises in this context is whether the receiving 
Member is obliged to extend any treaty benefits so as to afford equal treatment. 
An affirmative answer to this question will then lead us to the question whether 
the most beneficial treaty benefits should be advanced. Although not very clear, 
the wording in the Preamble to Article XIV GATS may shed some light when an- 
swering this question. The chapeau may only be invoked to situations “between 
countries where like conditions prevail”. Thus, it is vital to establish whether ‘like’ 
conditions between treaty and non-treaty countries prevail. Taken from the per- 
spective of the reciprocal obligations on which tax treaties are based, it is obvious 





29 Appellate Body Report, United States — Standards for Reformulated and Conventional Gaso- 
line, WT/DS2/AB/R, 29 April 1996, para. 22; see also Hintsanen, in Lang/Herdin/Hofbauer 
(eds.) WTO and Direct Taxation, 266. 

30 Appellate Body Report, United States — Import Prohibition of Certain Shrimp and Shrimp 
Products, WT/DS58/AB/R, 12 October 1998, paras. 158-159. 

31 Amiel/Menuchin, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 410. 

32 Mota/Borges, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 576. 

33 Stokholm, National Report Denmark, in Lang/Herdin/Hofbauer (eds.) W7O and Direct Tax- 
ation, 237 (243). 
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that the conditions between a treaty partner and a non-treaty partner are not ‘like’. 
Both contracting parties to a treaty oblige themselves to limit or reduce source tax- 
ation for certain types of income. This is surely not the case with a non-treaty partner 
who has not signed any agreement. The then immediate application of Article 
XIV (e) allows the Member applying the tax measures to discriminate and restrict 
the most favourable treaty benefits to the non-treaty partners. This argument may 
also be used to restrict all other treaty benefits since the non-treaty country may still 
not invoke the Preamble of Article XIV on the basis that arbitrary or unjustified dis- 
crimination can only arise in ‘like’ conditions between WTO Members. 


This does not mean that Article XIV GATS is redundant for non-treaty partners. 
A non-treaty partner who has repeatedly requested to negotiate a treaty but has 
been outright refused by the Member in question to negotiate without an objective 
reason being given may still be able to argue that this is a disguised restriction to 
trade in services and thus protect its interests by invoking the chapeau of Article 
XIV GATS. 


1V. Compatibility of Domestic Tax Regimes with the MFN 
Principle in the GATS 


What follows in this section is a discussion on the compatibility of income tax 
regimes with Article II:1 GATS. It should be noted that the aim of this section is 
not to provide an exhaustive list of all incompatible tax regimes of WTO Members. 
This is by far beyond the scope of this section given the vast number of WTO 
Member States.*4 The aim of this section is to point out specific tax regimes of 
particular WTO Members and to discuss whether these direct tax provisions extend 
equal treatment. In doing so, the relevant domestic provisions will be analysed. A 
discussion then follows, stressing the reasons why there is lack of equal treatment 
or under what circumstances unequal treatment may prevail. 


1. Transfer Pricing Legislation 


Various countries have adopted transfer pricing rules in their domestic tax leg- 
islation. The main objective of transfer pricing legislation is to ensure that the value 
of transactions between related and unrelated persons in cross-border transactions 
is measured in accordance with the arm’s length principle. This, in turn, ensures 
that expenses are not overstated in one jurisdiction with the effect of inflating in- 
come in the other jurisdictions. The use of an effective transfer pricing regime 
secures the tax base of the countries making use of these regimes. Transfer pricing 
also aims at minimising conflicts between tax administrations and promotes inter- 
national trade and investment.*° 


‘4 At the date this paper was written the number of WTO Member Countries was 149. In ad- 
dition, some other countries were in the process of becoming WTO Members. For an ex- 
haustive list of these Members, visit the official WTO Website (www.wto.org). 

38 OECD, Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations 
(1995-2000) para. 7. 
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Since transfer pricing rules are transposed into domestic legislation, these rules 
fall within the scope of the term ‘measures’ embodied in Article II:1 GATS. More- 
over, these rules do not form part of DTCs, and thus they are beyond the scope of 
the exception in Article XIV (e) GATS. It is true that DTCs based on the OCED 
MC contain an article requiring the re-adjustment of prices when the prices of an 
associated company have been adjusted,*° but the obligation to adjust the prices 
of the first entity in question originally comes from domestic legislation. In this 
regard, the unilateral character of these rules imposes an obligation that these rules 
must be applied in a consistent way towards all WTO Member States. Otherwise, 
a potential breach of the MFN principle in the GATS would be possible. 

The transfer pricing rules of certain countries go beyond ensuring the arm’s 
length principle. Several countries have compiled black lists.*’ All transactions 
entered into between these countries and any one of the blacklisted countries are 
disregarded for tax purposes.*® 


Italy 

Article 110 (10) and (11) of the Italian Income Tax Code denies the deduction 
of costs, expenses and other deductions to transactions with enterprises established 
in countries not belonging to the EU and having a privileged tax regime.*? A list 
of countries that are considered to have a preferential tax regime is determined 
according to a decree issued by the Minister of Economy and Finance.*? Some of 
these countries are also WTO Members.*! 


36 Article 9 (2) OECD Model Convention (OECD MC) provides “Where a Contracting State 
includes in the profits of an enterprise of that State — and taxes accordingly — profits on which 
an enterprise of the other Contracting State has been charged to tax in that other State and 
the profits so included are profits which would have accrued to the enterprise of the first- 
mentioned State if the conditions made between the two enterprises had been those which 
would have been made between independent parties, then that other State shall make an 
appropriate adjustment to the amount of the taxes charged therein on those profits. In deter- 
mining such adjustment, due regard shall be had to other provisions of this Convention and 
the Competent authorities of the Contracting States shall if necessary consult each other”. 

37 These black-listed countries are generally deemed to be tax havens, low-tax countries or 
high-tax countries that have specific (ring-fenced) preferential tax regimes. 

38 Certain countries may still provide the remedy that transactions entered into between resident 
taxpayers and countries mentioned on the black list will be regarded for tax purposes only 
if the resident taxpayer satisfies certain specified criteria. 

39 Originally, the restriction of deduction of expenses was only applicable to related enterprises; 
however, in 2003, the provision was re-enacted to include transactions between unrelated par- 
ties. See Rotondaro, The Application of Transfer Pricing Rules and the Definition of Associated 
Enterprises, /7P/J 1999, 259 (259 et seq.) 259; Galli, Commissionare Held Accountable for 
Justifying its Relationship with its Principal Established in a Tax-Haven, /7PJ 2005, 145 (145). 

40 Ministerial Decree of 23 January 2002. The Decree is divided into three parts: the first part 
lists the states and territories that are regarded as per se tax havens; the second part lists the 
states and territories that are regarded as tax havens except in the case of designated companies 
performing taxable activities; and the third part lists states and territories that are not regarded 
as tax havens, except in the case of certain regimes applicable to certain companies or entities. 

41 Among others, the following countries, which are also WTO Member States, are regarded 
as having a preferential tax regime under any circumstance: Barbuda, Grenada, Hong Kong, 
Liechtenstein, Netherlands Antilles, St. Kitts and Nevis, Oman. 
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__ Safe-harbour rules may offer some remedy for transactions between Italian res- 
idents and residents of these black-listed countries. A deduction is allowed if the 
Italian taxpayer proves that the foreign entity mainly carries out an actual com- 
mercial activity (active business test) or if the transaction fulfils a sound business 
interest and it actually took place. Two points can be derived from these conditions. 
First, if the taxpayer is able to give enough proof, then, a deduction will be allowed. 
Thus, the taxpayer cannot argue that he has been treated less favourably. In this 
respect, there is still a possibility for equal treatment. Second, one should note that 
it is the taxpayer who now bears the burden of proof. The Italian taxpayer acquiring 
a ‘like’ service from another country that is not listed in the decree is not required . 
to give any proof. Thus, it follows that an Italian taxpayer will never choose to 
acquire a service from any one of the listed countries if he is capable of buying a — 
‘like’ service from another country at the same price.*” One may conclude that this 
different treatment is an obstacle to the provision of cross-border services from 
these black-listed countries and constitutes a violation of the MFN principle en- 
shrined in the GATS. 


Columbia 


Columbia introduced its transfer pricing regime in 2002 by virtue of Law 788 
of 27 December 2002. In 2003, the Supreme Court held that certain provisions 
were unconstitutional.*} Following this decision, Law 863*4 was enacted to modify 
these unconstitutional provisions.*> In accordance with Art. 43 of the new transfer 
pricing regime, the Government of Columbia is entrusted with the power to issue 
a list of countries which it considers to be tax havens. This Law provides that any 
payments made to residents of these countries may not be deducted unless a with- 
holding tax of 35% and a remittance tax of 7% have been paid. There is little doubt 
that this provision violates Article II:1 GATS.* 


a san 


— 


#2 Cappadona, in Lang/Herdin/Hofbauer (eds.) W7O and Direct Taxation, 438. 

43 The Constitutional Court ruled in its decision C-690-03 that the provision of Law 788 which 
relied on the OECD Guidelines to determine foreign jurisdictions that are deemed to be tax 
havens contravened the Constitution; see Serrano, Columbia: Recent Changes to Transfer 
Pricing Rules, /7PJ 2004, 128 (128). 

44 Law 863-2003, published in the Official Gazette of 29 December 2003. 

4S Law 863-2003 amended the reference to the OECD Guidelines to define tax havens. This 
new law specified that tax havens will be determined by the Columbian government accord- 
ing to specific criteria. In compiling the list of tax havens, the Columbian government con- 
siders the following criteria: whether the tax jurisdiction imposes nil tax or a lower tax than 
that which is imposed in Columbia; whether there is no effective exchange of information 
or there are legal or administrative restrictions in this regard; whether there is no legal or 
administrative transparency; no business purpose is required for legal entities carrying on 
activities in Columbia. The law indicates that the government should take into account in- 
ternational criteria regarding which jurisdictions are deemed to be tax havens. The law also 
states that the government may not consider deeming as a tax haven a jurisdiction which 
otherwise would fall within the criteria established above for political reasons. 

46 Mosquera Valderrama, National Report Colombia, in Lang/Herdin/Hofbauer (eds.) WTO 

and Direct Taxation, 211 (223). 
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Brazil 


Over the last few years the Brazilian transfer pricing regime?’ introduced a new 
element aimed at low-tax jurisdictions. All transactions between Brazilian taxpay- 
ers and residents of countries classified as low-taxed jurisdictions** or jurisdictions 
that provide for secrecy regarding the partners of a given company”? automatically 
trigger the application of the transfer pricing rules. In other words, these transac- 
tions are considered to be related-party transactions since only these transactions 
are subject to transfer pricing rules. 


In simplified terms, the amount of deduction under the transfer pricing regime 
can be derived by using one of the following three methods; (1) the price of identical 
products or services in Brazil (CIP method),*° (ii) the resale price of the goods or 
services less a 20% margin (RPLP)°! or (iii) the cost of production in the foreign 
country plus a 20% margin.** The transfer pricing rules do not establish any par- 
ticular reference as regards which method must be used. Taxpayers may elect to 
choose any method that proves to be the most beneficial for tax purposes. 


The simplest argument that can be made against the structure of this regime is 
that Brazilian residents who purchase services from suppliers resident in one of 
the listed countries are subject to the administrative burden of calculating the cor- 
rect transfer price as required by these regulations. Whilst it may be relatively sim- 
ple to calculate the price of goods purchased under the methods discussed above, 
this is certainly not the case for services, given their customised nature.°> This may 
already act as a deterrent and motivates buyers to acquire services from countries 
other than the ones listed in the Instruction issued by the government. 


In the light of what has been discussed above, the various methods prescribed 
by law to calculate the import price may be somewhat less practicable to use in 
reality, especially when it comes to service imports.°4 Given the fact that services 
are intangible products, customised according to the specific needs of the customer, 





47 Law 9,430 of 27 December 1996. 

48 These countries are listed in Art. 1 of the Normative Instruction 188 of 6 August 2002. 

49 Law 10,451 of 10 May 2002, Article IV. 

50 Comparative independent price (CIP) method, which consists of the arithmetical average of 
the price of identical or similar services verified in the Brazilian market or abroad in the 
purchase and sale transactions having similar payments. 

51 Re-sale price less profit (RPLP) method, which consists of the arithmetical average of the resale 
price of the goods or rights; less unconditional discounts; taxes and contributions levied on sales: 
commissions and brokerage fees paid and a profit margin of 20% calculated on the resale price. 

52 Cost of production plus profit (CPPP) method, which consists of the average cost of produc- 
tion of identical or similar goods or rights in the country where they were originally produced, 
plus taxes and duties charged by such country and a profit margin of 20% calculated on the 
ascertained costs. 

53 Calanzas argues that establishing the best method in the case of payments of services per- 
formed by financial institutions is one of the most controversial issues in the field of inter- 
national tax as well as under Brazilian Tax Law. See Calanzas, Brazil: Transfer Pricing Rules, 
Application to Financial Institutions, /7PJ 2005, 228 (233) 233 

54 In Law Project 4695 of 2001, the House of Representatives is considering the implementation 
of new legislation that would amend the current transfer pricing methodologies in order to 
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it may be quite difficult to find the price for a comparable service. Consequently, 
it may be much more difficult to obtain an average price, thus making the CIP 
method ambiguous in practise. The second method may be even more suited for 
imported goods than services, since in many instances it is goods rather than serv- 
ices that are purchased for re-sale. Services are most commonly used to support 
the activities of an enterprise. There could be services that are acquired for re-sale 
but some form of value is generally added to them before they are passed to the 
consumer. Unless an objective estimate of this added value is made, RLTL method 
is not useful, either. But perhaps the most difficult to calculate is the cost of a service 
that has been produced by a foreign service supplier. This problem arises for two 
obvious reasons. First, since services are high-value intangible products, it is nearly 
impossible to find the actual cost of production of these products. Secondly, as- 
suming the cost of production can be found, it is even less likely that the service 
provider will divulge the actual cost of his product to the customer. This would 
only be likely between related parties. 


Given the deficiencies of these methods in calculating the cost of an imported 
service, their use may be very restricted. The ultimate result is that the service 
supplier may not be able to deduct the full cost of his service input. A full deduction 
would certainly be allowed if a ‘like’ service was imported from an unrelated sup- 
plier not resident in the list provided by the government. Thus, this discrimination 
of these service providers could potentially violate Article II:1 GATS 


Belgium 

Belgian domestic anti-abuse legislation forbids the deductibility of interest, 
royalties and fees paid or attributed to non-residents not subject to tax or subject 
to more favourable income tax rules, unless these expenses relate to bona fide trans- 
actions and do not exceed normal limits. 


Article 54 of the Belgian Income Tax Act shows again that service providers 
originating in particular countries are treated differently. Whilst in theory all ex- 
penses paid to foreign service providers may be deducted, the Belgian taxpayer is 
required to prove that in these circumstances the above-mentioned deductions re- 
lated to bona fide transactions. This shows that in response to these provisions, 
Belgian taxpayers, like their Italian counterparts, will be reluctant to buy their serv- 
ices originating in these particular countries. Similar anti-abuse rules can also 
found in the Hellenic direct tax system.*° 


add greater flexibility to the existing rules. The proposed changes will eventually reflect the 
internationally accepted arm's length principle and be closer to the OECD Guidelines; see 
Calanzas, /7P.J 2005, 232. 

5S Article 31 paras. | (f) and 14 KFE disallows the deduction of expenses incurred with respect 
to the supply of goods or the provision of services provided by an offshore company. There 
is a further restriction to the deduction of depreciation or amortisation of fixed assets acquired 
by offshore companies and royalty payments made to offshore companies in exchange for 
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2. CFC Legislation 


Twenty-four WTO Member States, most of which are also OECD Members, 
have adopted CFC legislation as part of their anti-avoidance tax measures.*° The 
objective of CFC legislation is to eliminate the deferral or exemption of residence 
country tax that would otherwise occur when residents earn income through for- 
eign entities. CFC legislation is applicable to particular foreign entities wholly or 
partly owned by residents of a country who are not subject to taxation in the resi- 
dence state until they repatriate their profits in the form of dividends. Thus, when 
a foreign entity falls within the scope of the CFC legislation, any income earned 
by this entity is directly attributed and taxable in the hands of the resident share- 
holder.>’ 


Despite the common objective shared by all CFC legislations, these regimes 
differ significantly from each other.** Most CFC legislation tries to attack entities 


the Greek enterprises’ use of know-how, patents, trade marks and other similar intellectual 
property rights. For the purposes of the Hellenic Income Tax Code a company is considered 
as an offshore company when its registered seat is in a foreign country, pursuant to the laws 
of which the offshore company: 

(a) performs its activities only abroad and 

(b) benefits from a favourable tax treatment in that country; 

Countries that are considered to be offshore according to Circular No. 1021764/10217/S-3- 
2003 are Andorra, Antigua and Barbuda, Bahrain, Belize, Dominican Republic, Liechten- 
stein, Maldives, Andorra, Samoa, Santa Lucia, Saint Vincent and the Grenadines, Seychelles, 
Tonga and Vanuatu. See Pitsilis/Stougiannou, National Report Greece, in Lang/Herdin/Hof- 
bauer (eds.) WTO and Direct Taxation, 341 (371); For an elaborate discussion on the scope 
of the Greek anti-abuse rules, see, in particular, Perrou, The Judicial Application of Anti- 
Avoidance Doctrines in Greece-and its Impact on International Tax Law, 34 (2) /ntertax 
2006, 101 (101 et seq.). 

56 The 24 countries that have enacted CFC legislation and the date of implementation are the 
following: US (1962), Canada (1972), Germany (1972), Japan (1968), France (1980), United 
Kingdom (1984), New Zealand (1988), Australia (1990), Sweden (1990), Norway (1992), 
Denmark (1995), Finland (1995), Indonesia (1995), Portugal (1995), Spain (1995), Hungary 
(1997), Mexico (1997), South Africa (1997), South Korea (1997), Argentina (1999), Vene- 
zuela (1999), Italy (2000), Estonia (2000), and Israel (2000). 

57 See Aigner/Scheuerle/Stefaner, General Report, in Lang/Aigner/Scheuerle/Stefaner (eds.) 
CFC Legislation, Tax Treaties and EC Law (2004) 13 (13 et seq.). 

58 The different approaches used are the following: ‘Transactional Approach’: any income sub- 
ject to the CFC rules which is often referred to as ‘tainted’ income is attributed to the resident 
shareholders of the CFC. Tainted income is generally passive income. Other genuine active 
business income is exempt. Under the “Entity Approach’ all the income (active and passive) 
of the CFC attributed to the resident shareholders of the controlled foreign company is subject 
to CFC legislation. Generally, the nature of the corporation’s activity and the foreign tax rate 
are the most important factors that determine whether the income of the CFC is subject to 
attribution; In a ‘Designated Jurisdiction Approach’, the country applying the CFC legisla- 
tion uses a broad definition of a low-taxed country or tax haven and supplements this defi- 
nition by a list of such countries or a list of countries that are not considered to be low-taxed 
countries. Under the ‘Global Approach’, the foreign tax rate is irrelevant. The scope of the 
CFC rules is based exclusively on the nature of the income earned by the CFC. For a more 
detailed analysis on the different types of CFC regimes, see Arnold, Controlled Foreign Cor 
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resident in low-taxed foreign countries. Others are targeted at taxing passive in- 
come shifted to low-tax jurisdictions. Since CFC regimes are normally applied 
only to entities resident in certain countries, it may be argued that these could also 
potentially violate the MFN obligation in the GATS. 


At the outset, one point that needs some clarification relates to whether the 
scope of Article II:! GATS encompasses all controlled foreign service providers. 
All CFC regimes are part of the domestic law of the Member States. Thus, these 
regimes fall within the scope of the term ‘measures’ embodied in Article II:] 
GATS. What seems to be unclear is whether Article II:1 applies to measures that 
affect the cross-border services of two other independent WTO Member States. 
CFCs can provide services both in the residence state of the shareholder®? or to a 
third state. In both cases, CFC legislation will apply, so that any tainted income 
generated by these corporations is taxed by the state of the shareholder. In the first 
case, when the CFC provides services to the country of the residence of the share- 
holders, MFN treatment obliges the resident state of the shareholders not to dis- 
criminate between CFCs located in different countries. CFCs located in specific 
countries that automatically trigger the attribution of income are treated less fa- 
vourably than CFCs providing ‘like’ services in the state of residence of their share- 
holder but are not subject to income attribution. 


It is not clear, though, whether the resident state of the shareholder is bound by 
an MFN obligation when the CFC supplies a service to a third Member. Article 
Il:1 GATS applies to measures that affect service and service suppliers. A cross- 
reference to Article I:2 GATS establishes the possible modes through which cross- 
border services can be supplied, so that any measures which affect the trade in 
services supplied through these modes are bound by an MFN obligation. One could 
interpret this obligation in two ways. On the one hand, the scope of the obligation 
could be interpreted narrowly so that MFN treatment applies only to those meas- 
ures that the receiving country applies to the country providing the services. In this 
case the residence state of the shareholder would not have an MFN obligation since 
the country applying the measure is not a party in the cross-border provision of the 
services. On the other hand, it could be argued that a measure that affects the cross- 
border services between another Member and a third Member may still fall within 
the scope of the term ‘measure’. After all, such measures still affect cross-border 
trade in services. The CFCs located in low-tax countries providing services to a 
third country suffer attribution of income in the state of the residence of its share- 
holders, whilst CFCs resident in high-tax countries providing ‘like’ services to the 
same third state do not suffer any income attribution. Therefore, CFC legislation 
discriminates foreign suppliers on the basis of their origin even in the event that 
they supply services to a third state. Moreover, there is no provision in the frame- 
work agreement that limits the scope of the term ‘measures’ to include only those 


poration Rules: Major Features, Recent Developments and Practical Problems, Paper Pre- 
sented at the 4" World Tax Conference, Sydney, Australia, 26 February 2004; Arnold/Di- 
bout, General Report, in IFA (ed.) Cahiers de droit fiscal international, Vol. LXXXV1b 
(2001) 25 (44 et seq.). 

5? Income derived from these types of activities is often referred to as ‘base company income’. 
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measures to which the country applying the measures is a party under the modes 
of supply in Article I GATS. 


All countries making use of CFC regimes, with the exception of Canada and 
the US, apply these regimes to low-taxed entities resident in low-tax countries. In 
an attempt to reduce the administrative burden in establishing whether a foreign 
country is a high-tax or a low-tax country, several countries have adopted a wide 
variation of lists that help them to define foreign countries. 


Argentina, Mexico and Venezuela have statutory black lists.°? Any entities res- 
ident in the states mentioned in the black lists trigger the application of the CFC 
legislation. Controlled entities resident in all other countries are exempt. In Argen- 
tina’s black list, 11 countries also happen to be WTO Members.°! At best, any 
service provider resident in these black-listed countries has to prove that income 
derived by him is not ‘tainted’ income. If he is unsuccessful in giving enough ev- 
idence, then any income earned by his controlled foreign corporation/s is subject 
to tax in the state of residence. This is a clue that these three WTO Members could 
potentially violate Article Il:1 GATS. A Malaysian service supplier owned or par- 
tially owned by an Argentinean shareholder is subject to tax in Argentina on any 
income derived by this entity unless it proves that income derived is active income. 
This will not arise if a ‘like’ service is provided by another service supplier resident 
in a state other than a state mentioned in the black list and which also happens to 
be owned by an Argentinean shareholder. States like Argentina that have black- 
listed particular countries afford unfavourable treatment to these countries. Entities 
that are subject to attribution to income in the residence state of the shareholder 
are further required to calculate the income of the CFC in accordance with the tax 
rules and using the currency of the residence state. A movement in currency be- 
tween period when the income is earned and when the income is assessed in the 
residence state could also result in an increase in the attributed income tax liability. 


Several other countries making use of CFC legislation have adopted white 
lists.°2 CFCs resident in countries on the white-list are exempted from CFC re- 
gimes whilst CFCs in other countries may be subject to attribution of income. 
There are several reasons for the adoption of white lists. The main argument is 
that black lists do not list high-tax countries that have preferential tax regime for 
certain types of services, and thus have proved to be ineffective. The UK has 
resorted to adopting a white list to avoid the embarrassment of having to list 
many former UK colonies and dependencies as tax havens.°? The weakness of 
black lists can also be seen in white lists since several listed high-tax countries 





60 Finland, France, Germany, Hungary and Spain have unofficial, non-binding lists of low- 
taxed countries. 

61 Barbados, Cyprus, Guatemala, Grenada, Hong Kong, Liechtenstein, Maldives, Malaysia, 
Oman, Saint Vincent and the Grenadines, and Singapore. 

62 Australia, Finland, New Zealand, Norway, Sweden and the United Kingdom use various 
types of white lists. 

63 Arnold, Controlled Foreign Corporation Rules: Major Features, Recent Developments and 
Practical Problems, Paper Presented at the 4" World Tax Conference, Sydney, Australia, 26 
February 2004, 23. 
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also have preferential regimes for certain industry sectors. The adoption of white 
lists also constitutes a violation of the MEN obligation prescribed by Article II:1 
GATS. Since countries on the white lists are exempted from the application of CFC 
regimes, then it may be argued that CFCs resident in these states are given prefer- 
ential treatment. This does not mean that CFCs resident in all other countries suffer 
the attribution of income in the residence state of their shareholder, since in some 
cases, these can also be exempt but at the least they have to prove that state of 
residence of the CFC is not a low-tax country. This can be quite an arduous task, 
especially when the state applying the CFC requires a comparison of the effective 
tax rate. 


Several other countries have adopted neither white nor black lists. Income is 
attributed to the shareholder of a foreign service provider only if the entity is 
subject to low taxation in its country of residence. Hence, a service provider 
resident in a low tax country suffers attribution whilst an entity resident in a high- 
tax country providing ‘like’ services will not have its income taxed in the state 
of the shareholder until dividends are repatriated. This may also breach the MFN 
obligation in the framework agreement. Article II:1 GATS obliges equal treat- 
ment irrespective of the tax burden in the state of residence of the entity providing 
the services. This different treatment could be justified under the national treat- 
ment obligation®> since it could be argued that certain countries are treated dif- 
ferently in an effort to prevent tax avoidance or evasion; however, Article XIV 
(d) GATS does not apply to the MFN obligation. Moreover, in a 1952 case,® the 
first tax case ever to be decided by the GATT, the panel found that a tax on im- 
ported goods that depended on the specifics of the country of origin would violate 
the most-favoured nation (MFN) principle enshrined in Article | GATT. The im- 
porting state is free to impose any tax it may wish; however, taxation must be 
exercised in a consistent way towards all Member States. The importing state is 
prohibited from evaluating the exporting state’s tax system, drawing negative 
conclusions and applying arbitrary discriminatory measures.°’ Despite the fact 
that this case involved compatibility of an indirect tax measure with the MFN 
principle in the GATT, it can be argued that this jurisprudence still applies to tax 
measures that affect trade in services. First, the MFN principle in the GATS has 
been modelled on the MFN provision in the GATT. Second, given the overlaps 
in direct and indirect tax measures, no particular distinction can be made between 
these measures. Third, even if a difference can be found between these two meas- 
ures, the MFN in the GATS encompasses both direct and indirect tax measures. 


There are only two countries that, in my view, apply their CFC legislation 
in a way which does not violate the MFN clause of the GATS. Canada and the 


Finland, Germany, Spain and Portugal define a low-tax country by reference to the effective 
foreign tax rates. 

65 Article XIV (d) GATS 

66 Contracting Parties Report, Belgian Family Allowances (Allocations Familiales), adopted 
on 7 November 1952, BISD, Suppl. | (1953), at 59. For a detailed analysis of this case, see 
Hudec, Essays on the Nature of International Trade Law (1999) 41 et seq. 

6? Schén, World Trade Organisation Law and Tax Law, B/FD 2004, 283 (287). 
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US® use what is referred to as the ‘global approach’. These countries have nei- 
ther ‘black’ nor ‘white’ lists and the foreign tax rate on the CFC is irrelevant. The 
application of the CFC rules depends entirely on the type of income derived by the 
foreign entity. Consequently, if income is classified as active business income the 
CFC rule does not apply. Alternatively, if the CFC derives passive income, that 
income is attributed to the shareholders. Therefore, this rule treats all countries 
equally. Ifa particular type of income is classified as passive income, then all CFCs 
resident in any country will be subject to CFC legislation. Thus, all service pro- 
viders providing ‘like’ services are treated equally irrespective of their state of 
residence. The complexity involved in determining whether certain income from 
services is classified as active or passive income should not pose any problems 
since the MEN obligation only restricts different treatment based on the nature of 
the residence state of the service supplier. 


3. Other Domestic Provisions 


3.1 Unilateral Relief Provisions 


Several countries provide unilateral relief when a double tax convention (DTC) 
with the country where the foreign income was sourced is not in force. Austria 
provides unilateral relief by virtue of Section 48 BAO (Federal Tax Code). A gen- 
eral decree issued by the Ministry of Finance describes how the relief should be 
given, depending on the particular circumstances of the transaction. 


Section 1 (1) of the decree provides that income is exempt® in Austria if the 
following conditions are fulfilled: the person earning the income is subject to un- 
limited tax liability in Austria, the income derived is classified as ‘active income’’? 
and the average tax levied abroad exceeds 15%. If one of the above-mentioned 
conditions is not fulfilled, then the credit method has to be used. Petritz argues that 
this provision could potentially be in breach of Article II GATS since some states 
without a DTC are treated more favourably than others.”! 





68 The United States has filed a very extensive most-favoured-nation exemption for all sectors 
for taxation. The exemption reads as follows: “Foreign Policy considerations measures per- 
mitting less favourable taxation for citizens, corporations or products of a foreign country 
based on discriminatory or extraterritorial taxes, more burdensome taxation or other discrim- 
inatory conduct”. 

69 Exempted income is subject to progression. 

70 The only types of income that are eligible for exemption are: income from immoveable prop- 
erty located abroad; business income and income from independent personal services derived 
through a foreign permanent establishment or fixed base; income from a building site or 
installation project located abroad; income from lectures and teaching activities exercised 
abroad; income from personal participation in entertainment activities exercised abroad; in- 
come from foreign employment. See Jirousek/Schuch/Sutter, Unilateral Relief from Double 
Taxation in Austria, B/FD 2004, 372 (375). 

71 Petritz, in Lang/Herdin/Hofbauer (eds.) W7O and Direct Taxation, 162. 
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It is difficult to see how such a provision could potentially violate Article II:1 
GATS. On the one hand, it can be argued that since Article 48 BAO applies only 
to Austrian residents who derive income from abroad, it does not affect foreign 
service suppliers. In other words, the foreign service supplier does not suffer any 
additional tax burden in Austria if the Austrian tax authorities apply the credit and 
not the exemption method in exercising their powers in accordance with Section 
48. In line with this reasoning, we could also argue that the transfer pricing meas- 
ures (discussed above) are also outside the scope of the GATS since restriction of 
the deduction is only suffered by the person who acquired the service. The suppliers 
of these services do not suffer any additional tax burden in the country restricting 
the deduction compared to other suppliers to whom a deduction is allowed. Despite 
this similarity, a clear distinction has to be made here. In the latter case, the deduc- 
tion depends entirely on the country of origin of the service supplier so a direct 
link between the measure and origin of the service supplier can be established. In 
the case of unilateral relief, the credit or exemption method does not depend on 
where the Austrian resident decides to acquire his service but on where he has 
decided to generate his income. Thus, there is no direct link between Section 48 
BAO and the origin of the service supplier. It is true that the term ‘affects’ in Article 
I GATS has to be interpreted broadly such that a measure should affect a trade in 
service Or a service supplier. But the method of relief pivots around the origin of 
the foreign income and not on the origin of the service supplier. 


Further, and more important, in the case of a restriction on the deduction, there 
is a cross-border supply of services as described in mode |, but if unilateral relief 
is granted there is no cross-border supply of services. The foreign service supplier 
provides services in its residence country to generate income in that same country 
belonging to the Austrian resident. 


Obviously, one could also argue that the Austrian unilateral relief is discrimi- 
natory since it does not treat all countries equally. If we assume that Austrian in- 
vestors will use the local services in the foreign country in generating their income 
in that country, then it could be argued that a provision that favours residents who 
invest in high-tax countries and not in low-tax countries could be interpreted as 
favouring service suppliers originating in the former countries. This argument 
seems to be a bit far-reached and it is hardly convincing that any WTO Member 
would invoke Article II:1 GATS on the basis of this argument. 


3.2 Subject-to-Tax Provisions 


Several countries have enacted holding company regimes that allow a partici- 
pation exemption on dividends derived from foreign subsidiaries. As part of their 
anti-abuse measures to avoid double non-taxation, participation exemptions are 
denied to dividends received from certain countries that are considered to be tax 
havens or which impose a very low rate of tax. 
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Spain 

Spain is one of the countries that has recently enacted a holding company re- 
gime.’* The ‘Entidad de Tenencia de Valores Extranjeros’ regime (ETVE) allows 
dividends received by an EVTE to be exempt from tax in Spain subject to the ful- 
filment of certain conditions.”> A subsidiary that is located in one of the countries 
listed in Spain’s tax haven list is automatically excluded from the participation 
exemption. Out of the 48 black-listed countries, 21 are WTO Members.” 

The Spanish holding regime also restricts the exemption of dividend withhold- 
ing tax when dividends are paid by an EVTV to a recipient resident in one of the 
countries listed as a tax haven.’> Discrimination against service providers who may 
be providing services through an EVTV”° under mode 3 of Article | GATS is more 
than evident. 





? The ETVE regime is regulated by Arts. 116-118 of Spain’s Corporate Tax Law (Royal Leg- 
islative Decree 4/2004 of 5 March, which was approved by the consolidated text approach 
of the Corporate Tax Law). 

7 To qualify for an EVTE status, a company must fulfil the following conditions: (a) The cor- 
porate purpose of an EVTE must include the holding and management of shares of non- 
resident companies; however, this corporate purposes is not exclusive, (b) An EVTE’s share 
capital must be represented by registered shares, (c) The management of the participations 
in the foreign companies must be undertaken with ‘the organisation of material and human 
resources” of the EVTE. Dividends received by an EVTE are exempt only if the following 
conditions are satisfied: (a) an EVTE must have a direct or indirect participation in a foreign 
subsidiary of at least 5% of its capital (b) The participation in the foreign company must be 
held for at least one year before.the dividend is distributed or the shareholder can ask the 
company to distribute the dividend (c) more than 85% of the foreign subsidiary’s income in 
a tax year must be derived from ‘business activities’ carried out abroad (d) the foreign sub- 
sidiary must be subject to a tax identical or analogous to Spain’s corporate tax and may not 
be a resident of a tax haven (even if subject to a comparable tax). For a detailed description 
of the Spanish holding company regime, see Jimenez, Spain’s Holding Company Regime, 
BIFD 2005, 99 (99 et seq.). 

74 Netherlands Antilles, Brunei, Cyprus, United Arab Emirates, Hong Kong, Antigua and Bar- 
buda, Barbados, Dominica, Grenada, Fiji, Jamaica, Malta, Mauritius, Solomon Islands, St. 
Vincent and the Grenadines, Trinidad and Tobago, Jordan, Liechtenstein, Luxembourg (only 
for income received by certain companies), Oman, and Singapore. Although still on the black 
list, it is not clear whether Malta and Cyprus may be considered as tax havens due to the fact 
that by becoming part of the European Union in 2004, the EU Directives on the exchange 
of information are applicable to these territories. 

75 The dividends distributed by an EVTE are not exempt from tax in Spain if the dividend 
recipient is a resident of a country or territory on Spain’s black list. Jimenez argues that 
dividends paid to tax havens are not entirely precluded from the EVTV regime because (1) 
the black list of tax havens is old and incomplete and not all the territories that can be regarded 
as tax havens are on the list and (ii) the wording of the legislation (Art. 118 (4) of the Cor- 
porate Tax Law) is ambiguous. Fora detailed discussion on the ambiguity of these provisions, 
see Jimenez, B/FD 2005, 105. 

76 The activities of an EVTE are not restricted to the mere holding of shares in a foreign legal 


entity. 
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Austria 


Other countries, such as Austria with a holding company regime, do not have 
any black-lists. However, the participation exemption depends on the rate of tax 
imposed in the residence country of the subsidiary. Dividends from subsidiaries 
located in a jurisdiction where the rate of tax is less than 15% will not be exempt 
and are only eligible for a credit for any dividends paid in their residence country.”” 


The Netherlands 


The Dutch Corporate Income Tax Act discriminates between foreign subsidi- 
aries based on the sovereignty of the residence state of the subsidiary. The partic- 
ipation exemption is granted only if the foreign subsidiary is subject to foreign tax 
on profits and this foreign income tax is levied by a sovereign state.’* The require- 
ment that the foreign subsidiary is subject to tax creates no apparent discrimination 
since no minimum tax rate is specified, and thus all subsidiaries should satisfy this 
criteria as long as they are subject to tax.” The other criteria may create discrim- 
ination, since if the state of the subsidiary that levies the tax is not considered to 
be a sovereign state by the Dutch tax authorities, then the participation exemption 
may be denied. The courts, in various interpretative rulings, have indicated partic- 
ular states that are considered to be sovereign.*® This is still not a guarantee that 
all WTO Members are considered to be sovereign states for the purpose of the 
participation exemption, and thus less favourable treatment of corporate service 
providers resident in such states may likely occur. 


3.3 Disqualification of Certain Transactions 


The Belgian Income Tax Act has a special anti-abuse provision that disre- 
gards the transfer of certain transactions. Art. 344 § 2 disregards the transfers 
of shares, bonds, debt instruments, intellectual property rights and cash if the 
foreign entity to which the transfer is made benefits from a favourable tax re- 
Section 10 (4) KStG (Corporate Income Tax Act). See Bergmann/Hirschler/Rodler/Korn- 
berg, Tax Treatment of Holding Companies in Austria, B/FD 2004, 418 (422). 

** Article 13 CITA. In order to qualify for the participation exemption tax must be levied by a 
sovereign state, which generally is a state that is recognised by the Netherlands under inter- 
national law principles. Furthermore, the tax needs to be levied, in principle, on the national 
level since regional or local taxes do not qualify. In states organised under a federal model, 
where the federation does not levy a tax, the right to tax is left to the states, provinces, cantons 
or similar parts thereof, which tax replaces the tax levied normally at the national level, such 
tax is deemed to be a tax levied by a sovereign state. For more details on the conditions of 
the participation exemption in the Netherlands, see Lambooij/Portengen, Netherlands in The 
International Guide to the Taxation of Holding Companies, IBFD (Binder) 2005, 39 et seq. 

2 It could be argued that subsidiaries in countries that do not levy tax will be subject to dis- 
crimination. 

80 Jn various interpretative rulings the following territories have been considered to be sover- 
eign states: Hong Kong, Taiwan, Gibraltar, Isle of Man, Guernsey, Jersey, Puerto Rico and 
Guam. The Netherlands Antilles and Aruba are considered to be sovereign states pursuant 
to a specific provision under Art. 13 (1) of the CITA. 
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gime.*! According to the wording of this section, an entity benefits from a favour- 
able tax regime either because it is not subject at all to any income tax or because 
it is subject to a tax regime that is substantially more advantageous than the tax 
regime that is applicable in Belgium to that type of income. Thus, the application 
of this provision provides that transfers to persons resident in a country that has a 
favourable tax regime are denied recognition of the transfer in Belgium. 


The wording of this provision does not make any specific reference to the black 
list of low-tax countries and preferential regimes in high-tax countries.82 However, 
it is assumed that this list will apply in the same way as it applies in disregarding 
expenses paid to suppliers located in certain countries under Article 54.83 Again, 
the problem is that a significant number of Members on this list also happen to be 
WTO Members. It cannot be ruled out that the sale or transfers mentioned above 
are disregarded in all cases. Article 344 § 2 still offers a remedy. If the taxpayer 
successfully proves that the transaction was entered into for a genuine business 
reason or financial purpose or when the transferred assets produce a ‘normal’ 
amount of genuinely taxable income, then the transfer may be recognised for Bel- 
gian tax purposes. Despite this remedy, it cannot be denied that certain service 
suppliers resident in WTO Member States who acquire intangible assets such as 
patents, processes or brand-names, which may then be utilised in the provision of 
cross-border services, are treated differently by the Belgian tax authorities. 


V. Conclusion 


It is widely recognised in world trade literature that the close interconnection 
between trade and tax necessitates that direct tax measures cannot be ignored in 
the liberalisation of world trade.*4 This view was not shared by the original drafters 
of the GATT 1947. Subsequent Panel decisions have shown that although the orig- 
inal drafters shared the view that the GATT 1947 only applied to indirect tax meas- 


8! For a complete analysis of this provision, see Vanhaute, Belgium in International Tax Plan- 
ning, IBFD (2003), 230 -243. 

82 Art. 344 §2 reads as follows “Can neither be opposed to the Administration of Direct Taxes, 
the sale, transfer or contribution of shares, bonds, debt claims or other debt instruments, 
patents, manufacturing processes, manufacturing or trade brand names, or all other similar 
rights, or cash money, to a taxpayer defined in Art. 227 who, on the basis of the legislation 
of the country in which he is established, is either not subject to income tax, or, with respect 
to the income produced by the assets so transferred, is subject to a tax regime to which this 
income is subject in Belgium, except for the taxpayer to prove that the transaction meets 
genuine financial or economic purposes, or that he has received real consideration that pro- 
duces income which is subject to a tax burden in Belgium, that as compared to the tax burden 
that would have existed without the transaction having taken place, can be considered as 
normal”. (Translation made by Vanhaute in Belgium in International Tax Planning IBFD 
(2003) Chapter 4, 230) 

83 Isenbaert, National Report Belgium, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Tax- 
ation, 171 (190). 

84 There is abundant literature pointing out that the inter-relationship between trade and tax 
agreements plays a fundamental role in the liberalisation of trade in goods and services. See 
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ures, direct tax can still be a distorting factor to the free flow of goods. Conse- 
quently, the Panels applied the provisions of the GATT to these measures and do- 
mestic legislation of WTO Members that created obstacles to the free flow of goods 
was ruled to be incompatible with WTO law. 


The impact of direct tax measures is even stronger when it comes to trade in 


services. Whilst the cross-border trade of goods does not necessitate that the sup- — 
plier establishes himself in the country where the goods have been sold, in most — 
cases a foreign service provider must establish a commercial or physical presence — 


in the country of source. This presence makes it subject to the income tax legislation 
of that state. Accepting this new development, the drafters of the GATS made it 
clear from the beginning that the provisions of this agreement applied equally to 
direct and indirect tax measures.*° The non-discrimination provisions that are the 
backbone of the agreement oblige the Member States, subject to a very few and 
limited exceptions, to ensure that direct tax measures applied by a Member State 
should not distinguish between national and foreign service providers and, more 
importantly, between the nationality of the foreign service providers. 


The foregoing section has shown that Member States still maintain domestic 
provisions that discriminate between foreign suppliers according to their nation- 
ality. The deductibility and recognition of expenses by certain Member States are 
restricted when these are acquired from specific countries. Income is attributed to 
the resident shareholders of controlled foreign corporations only if these corpora- 
tions are resident in particular jurisdictions. Dividend payments are subject to with- 
holding tax only if paid to residents of certain jurisdictions. Certain Member States 
are denied a participation exemption. It has also been established that the main 
reason for these provisions is to support and enhance anti-avoidance legislation. It 
could be also noted that countries that suffer different treatment are generally con- 


McDaniel, The Impact of Trade Agreements on Tax Systems, 30 /ntertax 2002, 166 (166 et 
seq.); Avi-Jonah, Treating Tax Issues through Trade Regimes, Brooklyn Journal of Interna- 
tional Law 2001, 166 (166 et seq.); Slemrod/Avi-Jonah, (How) Should Trade Agreements 
Deal with Income Tax Issues, 55 (4) Tax Law Review 2002, 533 (533 et seq.); Green, An- 
tilegalistic Approaches to Resolving Disputes Between Governments: Comparison of Inter- 
national Tax and Trade Regimes, 23 Yale Journal of International Law 1998, 79 (87-90); 
Owens. Taxation within a Context of Economic Globalisation, B/FD 1998, 290 (291 et seq.); 
Daly, Some Taxing Issues for the World Trade Organisation, Canadian Tax Journal 2000, 
1053 (1055 et seq.). Although accepting that tax treaties, trade and investment agreements 
share the underlying goal of facilitating international trade in goods and services, Green 
points out various differences between trade and tax policy. See Green, The Interaction of 
Tax and Non-Tax Treaties, B/FD 2002, 254 (255). 

85 See McDaniel, Trade Agreements and Income Taxation: Interactions, Conflicts and Reso- 
lutions, Boston College Law School Public Law and Legal Theory Research Paper Series, 
Research Paper No.29, 5 February 2004, 4. 

86 Green. 23 Yale Journal of International Law 1998, 91. On the other hand, Jung argues that 
the drafters of the GATS excluded income tax matters from the jurisdiction of the GATS. 
See, in particular, on this point: Jung, How far should the WTO reach into income tax poli- 
cies. Journal of International Taxation, March 2005, 38 (38). 
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sidered to be either low-tax countries or high-tax countries having preferential tax 
regimes. 


A closer look at these provisions reveals that all these regimes are part of the 
defensive measures the OECD encouraged its Member States to adopt in its 1998 
report.*’ The objective behind these measures is the elimination of harmful tax 
competition. Putting these incompatible regimes under one umbrella, the issue of 
incompatibility enables us to address this problem in just one question: Are Mem- 
ber States under the GATS entitled to enact unilateral defensive measures to protect 
the erosion of their tax base even if this results in discrimination towards certain 
WTO Members that may be carrying out harmful tax competition? 


Article XIV (e) GATS allows Members to keep these inconsistent measures 
but only if they fall within the scope of an international agreement for the avoidance 
of double taxation. It has been argued that none of the anti-avoidance regimes are 
part of any double tax agreement. The incompatible defensive measures are all 
unilateral measures forming part of the domestic law of the Members in question. 
Thus, Article XIV (e) GATS does not offer any protection for these types of meas- 
ures. It should be noted that Article XIV (d) GATS limits the national treatment 
obligation when different treatment is afforded to prevent avoidance or evasion of 
taxes. This does not, however, apply to MFN treatment. 


Another attempt to justify these measures could be Article XIV (c) GATS. A 
Member may violate its MFN obligations if it is necessary to secure compliance 
with laws or regulations that are not compatible with the provisions of the GATS, 
including the prevention of deceptive and fraudulent practises or to deal with the 
effects of a default on service contracts. There are two reasons why this justification 
may still not offer protection; First, the GATS does not explicitly define what con- 
stitutes deceptive practises. The existing jurisprudence suggests that deceptive 
practices relate to commercial fraud rather than to civil tax fraud. Moreover, the 
jurisprudence on the interpretation of Article XX (d) GATT on which Article XIV 
(c) GATS is modelled suggests that the measures must be taken to prevent a par- 
ticular practise. Panels have strictly interpreted these measures as enforcement 
measures rather than punitive measures. This justification is difficult to sustain 
given that the defensive measures employed by these states do not actually prevent 
compliance with tax law but seek to force compliance.*® 


Accepting that no justification exists and assuming that the Member States ap- 
plying the inconsistent provision have not filed any exemptions in accordance with 
Article II:2 GATS, there is room for the discriminated countries to bring the meas- 
ures in front of a dispute settlement body.*? In conformity with the current wording 
of the provision, there should be no reason why a Panel should not accept their 





87 OECD, Harmful Tax Competition: An Emerging Global Issue (1998), paras. 101-112. 

88 Grynberg/Chilala, WTO Compatibility of the OECD ‘Defensive Measures’ against ‘Harm- 
ful Tax Competition’, Zhe Journal of World Trade Investment September 2001, 507 (518). 
See also Hofbauer, To What Extent does the OECD Harmful Tax Competition Violate the 
Most-Favoured Nation Obligations under WTO Law, European Taxation 2004, 400 (403). 

89 After analysing various provisions of the GATS, Gross also comes up with the conclusion 
that the defensive measures recommended by the OECD in the two reports of 1998 and 2000 
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claims. This would, on the other hand, force the Members to abolish these defen- 
sive Measures so as to apply equal treatment to all service suppliers. 


This outcome may be fair in terms of what the GATS currently states. But is this 
outcome consistent with the overall objective of the GATS and is this outcome de- 
sirable after all? In most cases, only countries carrying out harmful tax practises are 
the victims of discrimination. Member States are generally only willing to apply their 
defensive measures to low-tax countries or high-tax countries having preferential tax 
regimes. Accepting this outcome would automatically mean that the WTO to a cer- 
tain extent tolerates harmful tax practises. Several scholars have argued that harmful 
tax practises are equivalent to subsidies, which have the effect of distorting the free 
flow of trade.”° This dictates that benefits should not be extended to countries sub- 
sidising their service providers. A restrictive tool is needed to protect the importing 
country in limiting the benefits of the GATS when a service provider is established 
in a country carrying out harmful tax practises. The absence of such a tool, combined 
with the relatively easy ways to shift residence to low-tax countries, tempts service 
providers in high-tax jurisdictions to re-establish themselves in these countries. 


It is noteworthy that, unlike Article XIV GATT, the GATS does not have a 
provision disallowing subsidised services. Given that the objective of the WTO is 
the free flow of trade, where the growth rate of trade in services has surpassed the 
trade in goods,”! this lack of a provision creates undue balance between the free 
flow of goods and the free flow of services. A provision modelled on Article XIV 
GATT may offer some protection to service importers against suppliers established 
in tax havens and in countries operating offshore preferential tax regimes. 


Applying Article XIV (d) GATS to MFN could be yet another plausible solu- 
tion. The definition of what constitutes avoidance or evasion of tax is a tricky issue, 
though. Currently, the GATS does not give any guidance as to what is considered 
as tax avoidance. Member States are left open to limit their benefits (only in na- 
tional treatment) to prevent tax avoidance. Guidance in this respect is clearly need- 
ed. The absence of a pre-defined limit as to what should be considered to be tax 
avoidance gives different Member States the freedom to tolerate different levels 
of avoidance. This means that a service provider might have access to benefits of 
one country and not to the other. Complete liberalisation of trade in services ne- 
cessitates a consistent treatment by all Member States towards a particular service 
supplier. Whether the WTO possesses the expertise to delve into these delicate tax 
issues is yet another matter to be resolved. Perhaps better co-ordination with other 
institutions such as the OECD would rectify any remaining gaps between harmful 
tax competition and complete liberalisation of trade in services. 


are in violation of the general obligation under Article Il:1 GATS of the OECD Members 
States. See Gross, OECD Defensive Measures against Harmful Tax Competition Legality 
under WTO, /ntertax 2003, 390 (395 et seq.). 

” In particular, see Slemrod/Avi-Jonah, (How) Should Trade Agreements Deal with Income 
Tax Issues, 55 (4) Tax Law Review 2002, 533 (549). 

®| Ku, A GATT-Analogue Approach to Analysing the Consistency of the FCC’s Foreign Par- 
ticipation Order with U.S. GATS MFN Commitments, George Washington Journal of Inter- 
national Law and Economics 1999, 113 (116). 
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The Influence of Exemptions from Article (MFN) GATS 





I. Introduction 


The basic principles of the GATS are market access, national treatment and 
most-favoured-nation (MEN) treatment. Three legal departures from the MFN rule 
are possible under the GATS: 


@ conferring or according of “advantages to adjacent countries in order to facil- 
itate exchanges limited to contigous frontier zones of services that are both 
locally produced and consumed”, which is provided for in Article II:3, 


@ exceptions having to do with the GATS rules on “Economic Integration”, in 
Article V, “Labor Markets Integration Agreements” in Article V bis, mutual 
recognition of standards/criteria for the authorization, licensing or certification 
of services in Article VII, rules on “Government Procurement”, in Article XIII 
and “General Exceptions” in Article XIV; all of these are permanent deroga- 
tions, and 


@ exemptions having to do with Article II:2 exclusively.! 


Exemptions according to Article II:2 can be obtained via two routes: an original 
member had a one-off option of being exempted from the MEN obligation prior 
to the entry into force of the GATS; after that date, new exemptions can be granted 
only through the waiver procedure in Article IX of the Agreement Establishing the 
WTO. Such exemptions must be specified in a list of MFN exemptions, describing 
the measure, its coverage and duration, and must meet conditions stated in the 
Annex on Article II exemptions (hereinafter “Annex”). The same procedure for 
obtaining exemptions holds for the members who joined the WTO after the date 
of the entry into force of the GATS, i.e. | January 1995, 

MEN exemptions constitute a significant derogation from the MFN principle? 
because they allow a bilateral, reciprocal or preferential system with respect to 
specific sectors or measures to be maintained. Thus, in principle, there are three 
reasons for creating exemptions:* 

1. The existence of sector-specific preferential regional agreements, 


2. Measures taken under other bilateral or plurilateral agreements* — usually 
designed to preserve certain historic preferences,> and 





' During the Uruguay Round, it became clear that unqualified liberalization in some service 
sectors could not be achieved, and that liberalization subject to some temporary MEN ex- 
ceptions would be preferable to no liberalization at all. The result was that more than 70 
WTO members made their scheduled services commitments subject to a further list of ex- 
emptions from Article II. See An Introduction to the GATS, Www.union-network.org/ 
uniafrican.nsf/english+labor+issues?openpage, UNI-Africa Labour Issues, 23.2.2006. 

2 More about MFN principle in section II:1. 

3 See Cottier/Mavroidis, Regulatory Barriers and the Principle of Non-Discrimination in 
World (1999) 62. 

+ An exemption cannot cover measures inconsistent with Article II GATS under future agree- 
ments or conditions. Wang, Most-Favoured-Nation Treatment under the General Agreement 
on Trade in Services, Journal of World Trade Organization 1996, 91 (102). 

° Also, tax measures that depart from MFN treatment obligations (Article II) are permitted if 
they are the result ofa bilateral agreement on the avoidance of double taxation (or similar 
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3. Measures based on unilaterally imposed reciprocity conditions® and not on 
an agreement with trading partners. 


Discriminatory measures, i.e. exemptions, can be listed horizontally, i.e. for all 
sectors or just for some sectors. 17 members’ maintain exemptions concerning 
taxes in some of the sectors, or in all sectors. Attention will be given to the condi- 
tions under which the exemptions are obtained, and also the validity of current 
exemptions will be examined. These exemptions are published on the WTO web- 
site.* In the third part of this paper exemptions concerning direct and indirect taxes 
will be examined, also in the light of earlier reviews that were performed by the 
Council for Trade in Services. 


Il. MFN Exemptions 


1. Objective and the Basic Issues 


The MEN?’ principle is one of the main pillars for realizing trade liberalization 
in a multilateral framework. An MFN exemption is a deviation from this important 
principle. According to the Annex, the main goal of all members should be to elim- 
inate all exemptions as soon as possible. Nevertheless, in June 2004 there were 
only 50 Members (34%) without exemptions. That means that these members fully 
accepted the obligation under Article II:1 GATS. A member with one of the largest 
economies in the world, but with no MFN exemption at all, is Japan. 


Because of the fear of “free riders” (i.e. members who might benefit from the 
concessions of other members without giving anything in return),'° there is a mech- 
anism under Article II GATS for members to take a one-off exemption in order to 





binding provisions in other international agreements). See Daly, Some Taxing Issues for the 
World Trade Organization, Canadian Tax Journal/Revue Fiscale Canadienne 2000, 1053 
(1060). 

6 “This Article, as mentioned in the exemption, covered the principle of reciprocity, which 

meant that Turkey did not apply restrictions or prohibitions to any countries, whether WTO 

members or not, if such countries did not apply any restrictions and prohibitions to Turkey.” 

See Council for Trade in Services, Report of the meeting held on 23 February 2005 S/C/M/ 

78, para. 60. 

See section V. 

* — Http://www.wto.org/english/tratop_e/serv_e/serv_commitments_e.htm, 24.3.2006. Sched- 
ules of commitments and lists of Article II exemptions, 24.3.2006 

° “Pavyour one. favour all. MFN means treating one’s trading partners equally on the principle 
of non-discrimination. Under GATS, if a country allows foreign competition in a sector, 
equal opportunities in that sector should be given to service providers from all other WTO 
members. (This applies even if the country has made no specific commitment to provide 
foreign companies access to its markets under the WTO.)” See http://www.wto.org/english/ 
thewto e/whatis e/tif_e/agrm6_e.htm#exemptions, Services: rules for growth and invest- 
ment, 25.03.2006. 

\© See International Trade Centre UNCTAD/WTO and Commonwealth Secretariat, Business 
Guide to the General Agreement on Trade in Services (1999) 36 et seq. 
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offer more favourable treatment to certain trading partners. One-off means that 
members were able to take exemptions once during the Uruguay Round of nego- 
tations (1986-1994) or upon accession to the WTO.!! 


With the implementation of exemptions, members seek to avoid the full rami- 
fications of the MFN principle. MFN treatment means that a member will not dis- 
criminate between member states, that a member may not deny the rights that were 
given to another member or other members. Regardless of this principle, 461 ex- 
emption measures existed before the start of the second review, '2 i.e. in June 2004, 
obtained by 99 members (66% of all members). 


Exemptions are obstacles for natural and legal persons. They face such obsta- 
cles when they try to do a cross-border business.'3 But the problem is that members 
themselves, i.e. the responsible politicians, do not confront these obstacles in daily 
business, which may be the reason for a number of the exemptions. When entre- 
preneurs are the focus, and when negotiations on trade liberalization are underway, 
then the decisions of the members will be more in line with the MFN obligation. 


2. Scope of Article II:2 and the Annex on Article Il Exemptions 


Article Il is found in the second part (of six) of the GATS, with the title “General 
obligations and disciplines”. All members must follow it. The title of Article II is 
“Most-Favoured-Nation Treatment”. For this research the first two paragraphs are 
important, first the general MFN rule in Article II:1 GATS and second, the dero- 
gations allowed from the MFN rule under certain conditions (Article IIJ:2 GATS). 


Article [1:2 GATS reads as follows: ““A Member may maintain a measure in- 
consistent with paragraph | provided that such a measure is listed in, and meets 
the conditions of, the Annex on Article II Exemptions.” 

Firstly, it is important to reproduce paragraph | of Article II GATS: “With re- 
spect to any measure covered by this Agreement, each Member shall accord im- 
mediately and unconditionally to services and service suppliers of any other Mem- 
ber treatment no less favourable than it accords to like services and service sup- 
pliers of any other country”. 

It is important to understand what the word “maintain” means. “The word 
‘maintain’ means that the measure is in existence and the word ‘may’ implies that 
such a measure should be brought into conformity with the MFN principle as far 
as possible.”!* “It is expected that such specific exemptions should be as limited 
as possible, in order to maintain open markets and the effectiveness of the MFN 
principle.” !> 





\! Afterwards, requests for the exemptions can only be granted under the waiver procedures. 
More about waiver procedure in section IV. 

12. More about review in section III.1. 

[3 MFN must be granted regardless of whether that country is a WTO member or not. See 
Working Party to the Trade Committee, Trade in Services: A Roadmap to GATS MEN Ex- 
emption TD/TC/WP (2001) 25/FINAL, para. 3 

4 Wang, Journal of World Trade Organization 1996, 102. 

15 Wang, Journal of World Trade Organization 1996, 101. 
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The definition of the word “measure”, which is given in Article XXVIII (a) 
GATS, is relevant: it means any measure by a member, whether in the form of a 
law, regulation, rule, procedure, decision, administrative action, or any other form. 
Also, the definition of the word “inconsistent” is relevant. It means that a measure 
= contradictory and incompatible with the MFN obligation of Article II:1 

ATS. 


Members may maintain a measure that is inconsistent with paragraph | of Ar- 
ticle Il under two conditions. These conditions are provided for in the second par- 
agraph of Article II: 


a) the measure must be listed, and 


b) the measure must meet the conditions of the Annex on Article I] Exemp- 
tions. 


The first condition — the measure must be listed — means that any measure which 
is an exemption from MFN must be listed on special form, and must include five 
elements. “In contrast to the complex nature of schedules of commitments, these 
lists are largely self-explanatory and are structured in a straightforward manner. In 
order to ensure a complete and precise listing of a country’s MFN exemptions, 
each country is required to provide five types of information for each exemption: 


(1) Description of the sector or sectors in which the exemption applies; 

(ii) Description of the measure, indicating why it is inconsistent with Article II; 
(111) The country or countries to which the measure applies: 

(iv) The intended duration of the exemption; 

(v) The conditions creating the need for the exemption”.'® 


The second condition is that the exemption must meet the condition set out in 
the Annex on Article Il Exemptions.'’ There are two conditions: 


a) Limited time: an MFN exemption must be terminated on the date provided 
for in the exemption and, in principle, the exemption may not exceed a pe- 
riod of ten years, in addition to being subject to negotiations in subsequent 
trade liberalization rounds; 


b) Subject to review: all MFN exemptions granted for a period of more than 
five years are subject to review by the Council for Trade in Services, and in 
such a review the Council must, inter alia, examine whether the conditions 
which had created the need for the exemption still prevail and determine 
the date of any further review. 


Regarding the limited-time provision, the following two conditions are found 
in the Annex on Article I] Exemptions: 


\6 Hittp://tsdb.wto.org/wto/Public.nsf/WhatUGetFrmSet?OpenFrameset, Guide To Reading 
The GATS Schedules Of Specific Commitments And The Lists Of Article Il (MFN) Exemp- 
tions, 12.4.2006. 

\7 The GATS contains Annexes in Article XX1X. Annexes clarify how the Agreement applies 
under a series of circumstances. 
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@ “the exemption [...] terminates on the date provided for in the exemption” (par- 
agraph 5 of the Annex), and 


@ “in principle, such exemptions should not exceed a period of 10 years”!* (par- 
agraph 6 of the Annex). 


From the condition stated under paragraph 5 of the Annex it is clear that this 
must be the concrete date provided in the exemptions lists. The word “provided 
for” means that a definite date must be stated. Everything that is not a clear date 
(a definite point of time in the future) is not in accordance with this provision. The 
phrase “in principle”!® from the sixth paragraph does not give members the option 
of not being obliged to set a concrete date under paragraph 5 of Annex on Article 
Il Exemptions.*° From this the conclusion can be drawn that all “indefinite”, “in- 
determinate”, “unspecified”, “unforeseeable” or “ten years renewable” exemp- 
tions are not in accordance with the Annex on Article II Exemptions. Hong Kong, 
China’s representative expressed opinion on second review, that such broad cov- 
erage could not be legally accommodated under the current GATS framework.7! 
The final conclusion is that the measures which are inconsistent with the Annex 
on Article If Exemptions may not be maintained under Article [1:2 GATS. 


If this final conclusion holds water, then all exemptions from the MFN rule that 
are for an indefinite period are automatically invalid because they are not in line 
with the Annex on Article If Exemptions. This means that a second review for 
founder members would no longer be necessary if a 10-year rule is taken into ac- 
count. In this case the exemptions would expire in the year 2004 or in following 
years according to the specific dates stated in the lists. A similar opinion was given 
by the representative of Mexico in the second review session.” It is also very 
alarming that at the beginning of the second review process there were only nine 
exemptions in accordance with the Annex, which is less than two per cent of all 
exemptions. 





18 Fora member in good faith a 10-year period is more than enough for widening the circle of 
countries which will participate in the treatment agreed unilaterally or multilaterally (to grant 
MEN to all). 

19 “If one looked at all MFN exemption measures, the quasi-totality of the measures were not 
for 10 years but for an indefinite period of time, casting doubts on which was the principle 
and which the exception.” See Council for Trade in Services, Report of the meeting held on 
30 November 2004, S/C/M/76, para. 27. 

20 “{...] as a legal matter the United States believed that it was clear from the language of 
paragraph 6 that the use of the term ‘in principle’ made it obvious that the notion that such 
exemption should not exceed a period of 10 years was not a mandatory requirement but 
rather a guideline”. See Council for Trade in Services, Report of the meeting held on 30 
November 2004 S/C/M/76, para. 25. The word “guideline” means: a statement or other in- 
dication of policy or procedure by which to determine a course of action, so the United States 
is not in conformity with the GATS and is not complying with Article [1:2 GATS. 

21 “MFN exemptions were not meant to give Members a blank cheque for an open-ended de- 
parture from the MFN obligation.” See Council for Trade in Services, Report of the meeting 
held on 23 February 2005 S/C/M/78, para. 90. 

22. “He argued that for this reason (approaching a critical date, 1 January 2005, that marked 
the passing of ten years since the date of entry into force of the GATS) the exemption of those 
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Even if the final conclusion is not correct, one cannot disregard the fact that 
most of the listed exemptions (420 in June 2004)? are for a period of more than 
ten years,” or rather for an undetermined period.*’ “Only 9 out of 424 exemptions 
are said to apply for a duration of 10 years.”?6 


From these facts it can be seen that exemptions from MFN treatment became 
the norm and not the exception, which should not be the case. The word “in prin- 
ciple” in connection with “may maintain” from Article [1:2 GATS means that ex- 
ceptions granted for more than ten years should be really very rare and should be 
brought into conformity with the MFN principle as far as possible. 


Ill. Review Process 


1. Review Process under Article 3 and 4 of the Annex on Article I 
Exemptions 


The GATS came into effect as Annex 1B of the Marrakesh Agreement Estab- 
lishing the World Trade Organization on | January 1995. All exemptions which 
were obtained by the founding countries in the year 1995 and also exemptions 
which were obtained afterwards by new members were reviewed in due course by 
the Council for Trade and Services,*’ which is composed of representatives of the 
members. They performed two reviews under paragraph 3 of the Annex, first?* in 


countries which did not have specific date or deadline would have to come to an end”. See Council 

for Trade in Services, Report of the meeting held on 30 November 2004 S/C/M/76, para. 19. 

The figure is, in fact, higher because only eight exemptions have a period determined in 

compliance with the Annex. 

24 “Most of the exemptions scheduled in members’ MFN exemption lists are for an indefinite 
period of time. For instance, twenty-six of the twenty-eight exemptions scheduled by the 
EU are for an indefinite period, and all MFN exemptions entered by the U.S. are not time- 
bound.” See Sauve, Assessing the General Agreement on Trade in Services, Journal of World 
Trade 1995, 125 (134). 

25 Phrases used in the members’ lists are: “indefinite”, “indeterminate”, “unspecified”, and also 
others that mean the same: “ten years, automatically extended for the same period”, “near 
future, while the objective pursued takes root”. 

26 See Working Party of the Trade Committee, Trade in Services: A Roadmap to GATS MFN 
Exemption TD/TC/WP (2001) 25/FINAL, para. 31. 

27 “The Council for Trade in Services operates under the guidance of the General Council and 
is responsible for overseeing the functioning of the General Agreement on Trade in Services 
(GATS). It’s open to all WTO members, and can create subsidiary bodies as required. The 
current chairperson is Amb. Frangois ROUX (Belgium).” The functions and organization of 
the Council is determined in Article XXIV. See http://www.wto.org/english/tratop_e/serv_e/ 
s coun e.htm, The Services Council, its Committees and other subsidiary bodies, 
12.04.2006. 

28 Reports are contained in WTO documents S/C/M 40, S/C/M 44, S/C/M 45, S/C/M 47, S/C/ 
M 52 and S/C/M §3. 

29 Reports are contained in WTO documents S/C/M 73, S/C/M 74, S/C/M 76, S/C/M 78 and 
S/C/M 79. 
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termined the date for further review, which is not later than in June 2010. The 
conditions in paragraphs 3 and 4 (b) were formally fulfilled.*° 


The conditions, which are also indispensable for the validity of countries’ listed 
exemptions and which are very debatable, are set out in the first sentence of par- 
agraph 3°! and in paragraph 4 (a)32 of the Annex. From the reports of previous 
reviews it can be seen that not all exemptions granted for a period of more than 
five years were reviewed, and also that the examination procedure principle was 
not in compliance with paragraph 4 (a) — there were no systematic examinations 
to test whether the conditions had been fulfilled, which created the need for the 
exemption (cf. paragraph 1). 


Delegations of members had been conducting reviews in the first and in the 
second review “sector by sector through a question-and-answer process. Members 
had been required to submit written questions three weeks in advance of the review 
meeting, and such questions had been answered in writing or orally”.*? The exact 
process of reviewing exemptions is not prescribed by the Annex, and we cannot 
claim that the process used was in conflict with the conditions determined by the 
Annex. The problem arising from the procedures employed is that not all listed 
exemptions*4 were reviewed. This means that the exemptions which were not re- 
viewed either on first or on second review are inconsistent with the Annex on Ar- 
ticle If Exemptions, and that they therefore may not be maintained under 
Article I:2. 


Exemptions that were the subject of review were reviewed through a question- 
and-answer process. The content of the question is not officially prescribed by the 
Annex, with the exception given by the paragraph 4 (a) of the Annex. In this regard 
and with respect to the content of the answers given by members during both re- 
views, it is possible to conclude that some exemptions are inconsistent with the 
Annex. This conclusion results from the fact that some listed exemptions have not 
been examined in the spirit of the Annex, i.e. the prevalence of conditions which 
created the need for the exemption have not been examined in accordance to the 
language of the Annex’s Article 4 (a). This is the reason why exemptions by those 
members may not be maintained under Article II:2. 


30 “The conditions specified in the Annex are in terms of procedure rather than substance. There 
is no multilaterally agreed criterion on the legitimacy of seeking exemptions, since it seems 
difficult to find a common ground.” See Wang, Journal of World Trade Organization 1996, 
101. 

31 The Council for Trade in Services must review all exemptions granted for a period of more 
than 5 years. 

32, The Council for Trade in Services must examine in a review whether the conditions which 
created the need for the exemption still prevail. 

33. See Council for Trade in Services, Report of the meeting held on 24 June 2005 S/C/M/79, 
para. 26. 

34 “The co-sponsors expressed their disappointment at the fact that a number of questions put 
forward for the purpose of the review remained unanswered or had not been answered in a 
substantive and meaningful manner.” See Council for Trade in Services, Report of the meet- 
ing held on 24 June 2005 S/C/M/79, para. 26. 
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2. Problems in the Review Process 


The review process involves two main building blocks: the review must be 
made for all exemptions granted for a period of more than five years, and a review 
procedure must examine whether the conditions that created the need for the ex- 
emption still prevail.°> Only the second building block contains the information 
on the content of the review process, but it is far too little to raise a review process 
to a higher level.°° 


The word “review” is not explained in Article XXVIII GATS, so the usual 
meaning of this word should be taken in consideration, under Article 31 of the 
Vienna Convention on the Law of Treaties. In Latin the word revidere is made up 
of the prefix re- (again) and videre (to see). The same is true in English; re- is a 
prefix and view is a verb. Thus, the word “review” as used in the Annex should 
have the meaning of: to go over or examine critically or deliberately; or to give a 
critical evaluation of something.’ This is also in accordance with the further pro- 
vision from the Annex, i.e. to examine whether the conditions that created the need 
for the exemption still prevail. 


The disagreement about the review procedure between some members can be 
seen from the first review reports. The U.S. stressed that “some Members had taken 
a different and, in the view of the U.S., inappropriate approach to the review. In 
the view of the U.S., in the review Members were not to assess the effectiveness 
of MFN exemptions or their economic rationale;- Members were not to provide 
explanations of the conditions creating the need for MFN exemptions and were 
not to assess the necessity of MFN exemptions”.** In contrast to the U.S., Chile 
“considered the review as a fact finding process as to whether the conditions that 
gave rise to the need for the initial exemption still prevailed and that it would in- 
$5 “{_..] many Members had indicated that they would continue to maintain their MFN exemp- 

tions notwithstanding the supposedly time-limited nature of MFN exemptions, without any 

attempt to address the conditions which had created the need for the exemptions with a view 
to eliminating those exemptions. In particular, some answers had merely stated that the con- 
ditions which had created the need for the exemptions still prevailed, or that the legislation 
or instrument for which an exemption was purported to cover continued to exist, and thus 
the exemptions would continue to be maintained. Some answers had failed to clarify what 
were the precise measures to which the exemptions applied, and what were the conditions 
which had created the need for the exemptions in the first place. In particular, many answers 
failed to state what the exemptions were to be used for, and whether the original conditions 
continued to exist since their introduction. It was especially important to know whether an 

MEN exemption had been used to justify any actual measures, whether the original condi- 

tions still prevailed, and whether any action had been taken, or contemplated, to eliminate 

such conditions.” See Council for Trade in Services, Report of the meeting held on 24 June 

2005 S/C/M/79, para. 26. 

6 “{_..] without knowing what had been requested to be exempted and what had been com- 
mitted, especially in the same sub-sector, the review of the conditions might prove mean- 
ingless let alone fruitless” See Council for Trade in Services, Report of the meeting held on 
30 November 2004 S/C/M/76, para. 15. 

3? Britannica Dictionary and Thesaurus. 

38 See Council for Trade in Services, Council review of MFN Exemptions Report of the meeting 
held on 29 May 2000, S/C/M/44, para. 10. 
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volve an interactive process where interested Members may consult with a given 
Member”.3? 


The Annex makes it clear that an effective review can be made only if the con- 
ditions that forced Members to make exemptions are known and this could be 
checked in lists of exemptions by each country. These reasons are often too gen- 
eral,*” and it is are not possible to measure them, e.g. the U.S. often brings forward 
overlapping conditions creating the need for exemptions: “efficient administration 
of tax system” or “facilitation of economic development in US possessions” or 
“proper tax administration” or “to foster efficient international taxation policies”.4! 
It can be seen from this that the condition “efficient administration of tax system” 
will never apply, and thus cannot be a condition that is proper in the sense of Article 
I]:2, the Annex and the purpose of the GATS. 


On the other hand, a review has to be made whether the conditions still prevail, 
as required by the fourth paragraph of the Annex. If the review is made in the sense 
of viewing or seeing again, if it is made in the sense of looking back at conditions 
or if it is made in the sense of holding a review without a critical examination and/ 
or evaluation, then the termination of the exemption, as a goal of further liberali- 
zation, will never be reached and will lead only to the collapse of the GATS.” 


Having regard to the fact that the Council for Trade in Services has a mandate 
under the first paragraph of Article XXIV, to “establish such subsidiary bodies as 
it considers appropriate for the effective discharge of its functions”, it could set up 
a special body that would list all possible conditions, based on the currently used 
conditions, that create the need for the exemption. These conditions must be meas- 
urable in one or more ways (duration, volume of trade, etc.). If the conditions that 
created the need for the exemption can be measured, then it will also be possible 
to determine when the conditions no longer prevail. This could be ascertained by 
anyone, irrespective of whether a review is made by the Council, a special subsid- 
ary body, a third party or a member itself. 





%° See Council for Trade in Services, Council review of MFN Exemptions Report of the meeting 
held on 29 May 2000, S/C/M/44, para. 8. 

40 “According to one study there were as many as 110 potential MFN measures among more 
than 400 such measures which might not be in conformity with several articles of the GATS. 
particularly Annex II of the GATS and the MFN Guidelines. Some of those measures might 
give rise to less favourable treatment than specific commitments inscribed in national sched- 
ules, while some measures were too broad in nature.” See Council for Trade in Services. 
Report of the meeting held on 30 November 2004 S/C/M/76, para. 14. 

41 Final list of Article Il (MFN) Exemptions: GATS/EL/90 (United States of America). 

#2 “First, the conditions that created the need for the exemptions in the first place. Hong Kong, 
China would be looking for clarifications of the conditions and for what exactly were the 
MEN exemptions being used. Second, whether the conditions had continued to exist since 
their inception and whether they were still in existence today. They looked forward to re- 
ceiving answers on whether the exemptions had been used for actual measures that were in 
place. Third, whether the conditions still prevailed. They expected answers from Members 
as to whether any steps had been undertaken leading to the elimination of the conditions that 
created the need for the MFN exemptions in the first place.”” See Council for Trade in Serv- 
ices, Report of the meeting held on 30 November 2004 S/C/M/76, para. 10. 
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IV. Procedure for Implementing New Exemptions 


Exemptions had to have been requested at the time of the acceptance of the 
Agreement. For acceding countries this was the date of accession. Paragraph 2 of 
the Annex states that new exemptions applied for after the date of entry into force 
of the WTO Agreement will be dealt with under paragraph 3 of Article [X of the 
WTO Agreement, also known as the waiver procedure. 


The steps in getting a waiver are the following: 

|. a request must be submitted initially to the Council for Trade in Services, 
2. consideration of the application may not last more than 90 days, and 

3. areport has to be made to the Ministerial Conference. 


The decision about waiving an obligation must be taken by three fourths of the 
Members, unless otherwise provided for in this paragraph. “Obviously, it is much 
harder for a Member to exempt itself from an MFN obligation by the waiver pro- 
cedure than by the self-selective exemption list”.** 


V. Scheduled Exemptions by Sectors 


Because of the multitude of the exemptions (461) made by members (as of June 
2004), it is very hard to find exemptions concerning taxes, taking a member-by- 
member approach. Actually, there are 17 members that obtained tax exemptions: 
Austria, Australia, Bulgaria, Canada, Chile, Costa Rica, Cyprus, Estonia, the Eu- 
ropean Union, Latvia, Mexico, New Zealand, Singapore, Sweden, Thailand, Tur- 
key, and the U.S. 


In the following each exemption concerning taxes is carefully analyzed, in this 
order: 


(i) the basic economic facts about the target country;*4 


(ii)a) the sector or subsector where the exemption exists, b) a description of 
the measure indicating its inconsistency with Article II, c) countries to 
which the measure applies, and d) conditions creating the need for the ex- 
emption; 

(iii)where necessary, statements from the first and/or second review 

(iv)whether the exemption has any influence on taxes. 


Analysis of the influence on taxes is made in pragmatic way. Tax is calculated 
by multiplying the tax base and tax rate. From the description of the measure and 
background information an answer is given for each exemption: firstly, whether it 
has an influence on natural and/or legal persons, secondly, whether it has an influ- 
ence on the tax base, e.g. through exemption, and finally whether it has an influence 
on the tax rate. 


43 Wang, Journal of World Trade Organization 1996, 103. 


44 All data about general economic characteristics about to the countries are from The World 
Factbook (http://www.cia.gov/cia/publications/factbook/index.html, 12.04.2006). 
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All listed exemptions are having one thing in common ~ they are all determined 
for an indefinite period, except an exemption from the EU, the duration of which 


was determined for the period of ten years, and has not been valid since | January 
2005.49 


1. All Sectors 


1.1 United States of America (Taxation Measures*®) 






























Countries 
Description of measure indicating | to which the 
its inconsistency with Article Il measure 

applies 


Exemption has influence on 


which tax tax 
persons base rate 


Legal per-| Yes No 
sons and 

natural per- 

sons. 

Legal per-| Yes 


sons and 
: 


Conditions creat- 
ing the need for the 
exemption 


























Volume of move- 
ments across US 
borders between 
Canada and the Unit- 
ed States and be- 
tween Mexico and 
the United States; ef- 
ficient administra- 
tion of tax system 


Measures under the US Internal Rev- 
enue Code (IRC) permitting the res- 
idents of countries contiguous to the 
United States to receive more favour- 
able treatment and permitting certain 
US taxpayers to receive more favour- 
able treatment as to their contiguous 
country operations, and providing 
any other benefits with respect to 
contiguous countries® 


Benefits available under the US IRC 
with respect to US possessions? 
















































Coordination of the 
United States and 
US possession in- 
come taxes; tax ar- 
rangements for US 
possessions; and fa- 
cilitation of econom- 
ic development in 
US possessions 





natural per- 
sons. 


























Legal per- 
sons and 
natural per- 
sons doing 
business. 


Facilitation of eco- 
nomic development 
in certain develop- 
ing countries 


Benefits available under the US IRC 
with respect to Caribbean Basin Initi- 
ative (CBI) beneficiary countries‘ 



































Prevention of double 
taxation and proper 
tax administration 


Legal per- 
sons and 
natural per- 
sons doing 
business 


Regarding activities covered by the 
scope of the General Agreement on 
Trade in Services, reciprocal reduc- 
tion of taxation on income derived 
from the international operation of 
aircraft or of taxation of certain earn- 
ings derived from the use of railroad 
rolling stock* 















45 More about EU exemption in section V.4. 

46 In the year 2005 the United States was in the second place in the GDP ranking order in the 
world, with a GDP of USD 12,370,000,000,000, which represents 20.83% of the global 
economy. The economy of the U.S. is based on services, i.e. services represent 78.3% (2005 
est.) of GDP. The percentage of the labor force in services is 76.4%. 
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country participates in or cooperates 
with an international boycott, or for 
similar foreign policy reasons® 

Measures permitting less favourable 
taxation for citizens, corporations or 
products” of a foreign country based 
on discriminatory or extraterritorial 


taxes, more burdensome taxation, or 
other discriminatory conduct’ 


Allow the deduction for expenses of 
an advertisement‘ carried by a foreign 
broadcast undertaking and directed 
primarily to a US market only where 
the broadcast undertaking is located 
in a foreign country that allows a sim- 
ilar deduction for an advertisement 
with a US broadcast undertak- 
in 


In connection with the exclusion of, 
or deduction relating to, certain for- 
eign earned income from the gross 
income of individuals, the benefit of 
a waiver of the required period of 
stay in a foreign country as deter- 
mined by the Secretary of the Treas- 
ury. is empowered to 
determine that individuals were re- 
quired to leave a foreign country be- 
cause of war, civil unrest or similar 
adverse conditions in such foreign 
country which precluded the normal 
conduct of business by such individ- 
uals 


162 


Facilitanon of - 
lite communications 
and proper tax ad- 
ministration 


Foreign policy con- 
siderations 


To foster efficient in- 
ternational taxation 
policies. 


To encourage the al- 
lowance of advertis- 
ing expenses inter- 
nationally. 


To take into account 
problems created by 
adverse conditions 
within _ particular 
countries 
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i ence on 
Countries Ficslitces seek. Exemption has influ 


Description of measure indicating | to which the | - h a Sir th 

its inconsistency with Article II measure |'"8 the need forthe) which tax tax 
applies | ®*¢™ption persons base | rate 
Sub-federal tax measures™ affording To implement fiscal | Legal per-| Yes No 
differential treatment to service sup- policies of sub-cen-| sons and 
pliers or to services when the differ- tral governments natural per- 
ential treatment is based on one of the sons doing 
following criteria: business 

~ are performed, consumed, or located 

within different sub-federal entities, 

~ difference based on the size or in- 

come of the service supplier or on the 

scale or methods (including environ- 

mental and health and safety meas- 

ures) of performance, 

~— difference in the extent of owner- 

ship or participation by minority or 

other disadvantaged groups, 

difference as to the eligibility for 

non-profit status for pension, prof- 

it-sharing or other employee-benefit 

regimes, 

— difference based on federal immu- 

nity to taxation, for example, exemp- 

tion from sub-federal tax on US gov- 

ernment obligations or contracts; 

difference based on federal immuni- 

ty to taxation, for example, exemp- 

tion from sub-federal tax on US gov- 

ernment obligations or contracts are 

performed or located in countries 

contiguous to the United States, or 

— are performed or located in jurisdic- 

tions with which sub-federal entities 

have arrangements for tax coopera- 

tion and assistance" 


Sub-federal measures substantively | ° To implement fiscal | Naturaland| Yes Yes 
incorporating provisions of federal policies of sub-cen- | legal _ per- 
law subject to an MFN exemption tral governments sons 

under this agreement 





4 The U.S. delegation explained in the first review that a major benefit of the rules allowing 
certain companies organized in contiguous countries to consolidated with U.S. companies 
for tax purposes was that they facilitated the creation of a single-holding company structure 
for all of the North American operations of the corporate group. It also facilitated an efficient 
tax administration by taxing such companies on a current basis in the U.S. rather than making 
their operations subject to the more complicated rules of subpart F and other anti-deferral 
regimes. A large number of commuters from Canada and Mexico would likely create thou- 
sands of cases of dual residence for tax purposes that would have to be resolved under the 
tax treaties with those two countries, but for special rules regarding residents found in IRC 
Section 7701 (b7). See Council for Trade in Services, Council Review of MFN Exemptions 
Report of the Meeting held on 29 May 2000 S/C/M/44, para. 23. 

b The exemption is regulated in IRC Section 901 (Taxes of foreign countries and of possessions 
of the United States). When the Japanese delegation asked the U.S. delegation on a first 
review to provide examples of the cases to which the measure had been applied over the past 
five years, they responded: while aliens and foreign corporations may not acquire rights of 
way across on-shore federal lands, they may acquire up to a 100% interest in a domestic 
corporation that acquires such right of way, unless their home country denies similar privi- 
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leges to U.S. citizens or corporations. However, no nation was found to deny similar or like 
privileges to citizens or corporations of the United States during the previous five years and 
the measure had not been applied during that period. See Council for Trade in Services, 
Council Review of MFN Exemptions Report of the Meeting held on 5 October 2000 S/C/ 
M/47, para. 4. 


* “The countries that qualified at the time for those benefits were Barbados, Bermuda, Costa 
Rica, Dominica, Dominican Republic, Grenada, Guyana, Honduras, Jamaica, Saint Lucia 
and Trinidad and Tobago.” See Council for Trade in Services, Council Review of MFN Ex- 
emptions Report of the Meeting held on 29 May 2000 S/C/M/44, para. 23. 


* Ona first review it was explained by the U.S. delegation that these benefits to CBI countries 
Were consistent with general U.S. development policy regarding the Caribbean Basin coun- 
tries. In addition, the availability of convention benefits only with respect to countries that 
had entered into tax information exchange agreements with the U.S. provided an incentive 
for those countries to enter into such agreements. The U.S. was particularly interested in 
entering into such agreements with CBI countries given that they otherwise would provide 
a convenient location for tax evasion for U.S. persons. Furthermore, it was also explained 
that at the time, the only benefits were with respect to “convention benefits” under Section 
274 (Internal Revenue Code of 1986; this section related to disallowance of certain enter- 
tainment, etc., expenses). Taxpayers may generally not deduct expenses with respect to con- 
ventions that took place outside the North American area. See Council for Trade in Services, 
Council Review of MFN Exemptions Report of the Meeting held on 29 May 2000 S/C/M/ 
44, para. 23. 

* The exemption has its background in IRC Section 883 and any country could qualify so long 
as it provided for a reciprocal exemption for U.S. resident companies. On a first review the 
U.S. delegation stated that the principle of reciprocal exemption of transportation income 
had been incorporated into the U.S. Internal Revenue Code in 1921 and had been an essential 
aspect of international taxation principles since the development of modern tax agreements. 
It appeared, for example, that the U.S. entered into such an agreement with Japan in an ex- 
change of notes that took place in 1926. The reason that income from the operation of ships 
or aircraft in international traffic was generally taxed only in the residence country was that 
international shipping and airline companies, as a general rule, served many countries and 
it would be very difficult for them to be subject to tax systems of this large number of coun- 
tries. In addition, double taxation could easily arise due to differences in expense allocation 
and other rules; also enforcement of a tax on international transportation income by countries 
other than the residence country of the shipping corporation had proven to be extremely 
difficult, cumbersome and restrictive of the free flow of goods. See Council for Trade in 
Services, Council Review of MFN Exemptions Report of the Meeting held on 29 May 2000 
S/C/M/44, para. 24. 

f The provision about communication satellite system taxation is found in IRC Section 883 
(b). “The earnings derived from the ownership or operation of a communications satellite 
system by a foreign entity designated by a foreign government to participate in such own- 
ership or operation shall be exempt from taxation under this subtitle, if the United States, 
through its designated entity, participates in such system pursuant to the Communications 
Satellite Act of 1962 (47 U.S.C. 701 and following)”. 

2 On the first review the U.S. delegation explained that the Treasury Department's notice of 
23 March 2000 listed the following countries as those that required, or may require, partic- 
ipation in an international boycott: Bahrain, Iraq, Saudi Arabia, Syria, United Arab Emirates, 
the Republic of Yemen, Oman, Qatar, Kuwait, Lebanon and Libya. The U.S.A. also generally 
denied foreign tax credits with respect to taxes paid to countries the U.S. did not recognize, 
or with which the U.S. had severed diplomatic relations, or did not conduct diplomatic re- 
lations, and those designated under the Export Administration Act of 1979 as repeatedly 
providing support for acts of international terrorism. See Council for Trade in Services, 
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Council Review of MFN Exemptions Report of the Meeting held on 29 May 2000 S/C/M/ 
44, para. 24. 


Neither in IRC Section 891 nor 896, relevant for this exemption, are products mentioned. 
Ona second review, the U.S. delegation explained that the relevant measures did not provide 


any more explicit definition of the terms “discriminatory”, “extra-territorial taxes”, “more 
burdensome taxation” or “other discriminatory conduct”. No regulations had been issued 
and the provisions had never been invoked. Furthermore, they were also asked how deterring 
discriminatory practices related to the fostering of efficient international tax policies, and 
they argued that the differential treatment could foster inefficiencies and that deterring such 
differential treatment was expected to reduce discrimination and inefficiencies. The relevant 
measures could deter discriminatory tax practices by providing that another country’s dis- 
criminatory tax practices against certain United States nationals or corporations would result 
in adjustments to the United States tax rate applicable to some of that country’s nationals’, 
residents’ or corporations’ income. See Council for Trade in Services, Report of the meeting 
held on 30 November 2004 S/C/M/76, para. 81. 

According to IRC Section 891 rates of tax can be doubled in the case of each citizen and 
corporation of such foreign country. In no case may this section operate to increase the taxes 
imposed by such sections to an amount in excess of 80 percent of the taxable income of the 
taxpayer. 

IRC, Section 162 (j) 1 determines: Trade or business expenses — No deduction shall be al- 
lowed under subsection (a) for any expenses of an advertisement carried by a foreign broad- 
cast undertaking and directed primarily to a market in the United States. This paragraph shall 
apply only to foreign broadcast undertakings located in a country which denies a similar 
deduction for the cost of advertising directed primarily to a market in the foreign country 
when placed with a United States broadcast undertaking. 

On a second review the U.S. delegation explained that this exemption was included in the 
Internal Revenue Code and was designed to encourage the allowance of advertising expenses 
internationally, and to promote a free and open multilateral trading system by discouraging 
discriminatory taxation of advertising expenses. See Council for Trade in Services, Report 
of the meeting held on 30 November 2004 S/C/M/76, para. 78. 

On the first review the U.S. delegation gave an explanation about this exemption; they stated 
that the U.S. maintained a federal system of government. Accordingly, there were thousands 
of individual taxing authorities in the U.S. Many sub-federal governments used the tax base 
as defined in the Internal Revenue Code as the starting-point for their own tax measures 
because it simplified tax collection and administration. Taxpayers could file state and local 
returns that were substantially the same as their federal returns, rather than starting the cal- 
culation of taxable income de novo. From the standpoint of administration, the states and 
localities could cut back on their audit resources since an adjustment at the federal level 
would adjust the taxable income at the state and local level. States that had substantially 
different revenue codes generally would have to expend substantially more resources liti- 
gating disputes arising under those codes. See Council for Trade in Services, Council Review 
of MFN Exemptions Report of the Meeting held on 29 May 2000 S/C/M/44, para. 24. 

The U.S. delegation stated that in relation to this exemption it was aware of two such ar- 
rangements, namely, those with Canada and Mexico. The 1995 Protocol to the U.S.-Canada 
tax treaty provided that a contracting state might provide information received from the other 
contracting state to its states, provinces or local authorities if it related to a tax imposed by 
that state, province or local authority that was substantially similar to a national level tax 
covered by the tax treaty. Similar protocols to the U.S.-Mexico tax treaty and the U.S.-Mex- 
ico Tax Information Exchange Agreement (TIEA) had been entered into in 1995 to allow 
information exchange under the TIEA to apply to taxes imposed by a state, municipality or 
other political subdivision or local authority of a contracting state, but not to taxes imposed 
by a possession of a contracting state. The 1995 protocols with Canada and Mexico meant 
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that the information exchanged with those two countries could be used to administer and 
enforce the sub-federal taxes. See Council for Trade in Services, Council Review of MFN 
Exemptions Report of the Meeting held on 5 July 2000 S/C/M/45, para. 137. 


1.2 Singapore (Commonwealth Tax Credit Scheme*’) 


Condi rating 
measure applies | the need for the ex- 


Commonwealth coun- This is part of Singa- 


come Tax Act provides | tnes which recip- . cooperation 
for the granting of re- | rocal relief — - Common- 
lief against Singapore 

tax payable on income 

derived from a Com- 

monwealth country* 





* On first review the Singapore delegation asked why other Commonwealth countries, which granted 
reciprocal relief, had not listed the same measure as an MFN exemption, and the reply was that Singapore 
Was not in a position to speculate about the reasons why other Commonwealth countries had chosen 
not to do so. They explained that as with all other tax administrations and treasuries, Singapore con- 
ducted reviews of its tax laws, including Section 48, as part and parcel of its fiscal and tax administration 
— See Council for Trade in Services, Council Review of MFN Exemptions Report of the Meeting 

Id on 29 May 2000 S/C/M/44, para. 30. 


47 In the year 2005 Singapore was in the 58" place of the GDP ranking order in the world, with 
a GDP of USD 131,300,000,000, which represents 0. 02% of the global economy. The econ- 
omy of Singapore is based on services, i.¢. services represent 66.4% (2005 est.) of GDP. The 
percentage of the labor force in services is 82% (2003). 
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2. Transport Services 


2.1 Turkey (Transportation Services*’) 
























Countries | Conditions cre- 





Description of measure indicating its in- 







Exemption has 
influence on 
which per- | tax | tax 
sons base | rate 


Legal persons 
and natural 
persons doing 
business 


consistency with Article II to which ating the need 
the for the exemp- 
measure tion 





applies 


All 
countries 























; EG 








Desire to facili- 
tate and to lower 
the costs of trans- 
portation services 
between Turkey 
and other coun- 
tries 


The income and corporate tax rates for the for- 
eign road, maritime and air transport compa- 
nies can reciprocally be decreased down to 
zero or increased to a new rate not exceeding 
one fold of the existing rate can be deter- 
mined, as a country by country basis either for 
each transportation type separately or for all 
types of them. (As in the case of the USA, Is- 
rael and Switzerland)* 



















Transit or bilateral transportation services can All Desire to lower | Legal persons 
be excluded from VAT. This exception is} countries | costs and to cre-| and natural 
granted, with the condition of reciprocity, to ate —_ favourable | persons doing 
the related countries’ taxpayers who do not conditions for the | business 
have the residence, legal and business centre provision of serv- 
in Turkey? ices in this sector 


All 
countries 









































Desire to secure 
the smooth func- 
tioning of mutual 
transportation 

services 4 


To apply, on the basis of reciprocity, restric- 
tions, prohibitions, different treatments and 
different tariffs to the goods and transporta- 
tion vehicles of the countries which apply re- 
strictions, prohibitions and different treat- 
ments to the Turkish road, air and maritime 
transportation vehicles* 


Legal persons 
and natural 
persons doing 
business 






@ On second review the Turkish delegation explained that this exemption was made on the 
basis of Article 25 of Corporate Tax Law and Article 103 of Income Tax Law. See Council 
for Trade in Services, Report of the meeting held on 23 February 2005 S/C/M/78, para. 58. 

b On second review the Turkish delegation explained that this exemption was made on the 
grounds of the Value Added Tax Law No. 3065, where transit or bilateral transportation 
services could be excluded from VAT upon the decision of Council of Ministers. See Council 
for Trade in Services, Report of the meeting held on 23 February 2005 S/C/M/78, para. 59. 

¢  |s itnecessary to reserve the right to impose customs duties and regulations on the movement 
of goods in relation to the supply ofa service? There is no requirement in the GATS to include 
a limitation to the effect that the cross-border movement of goods associated with the pro- 
vision of a service may be subject to customs duties or other administrative charges. Such 
measures are subject to the disciplines of the GATT. MTN.GNS/W/164/ADD1, dated 30 
November 1993. 

4d On first review the Turkish delegation explained that this exemption was made on the grounds 
of Article 55.3 of Turkey’s Custom Law. According to their explanation, that measure had 
so far never been applied by the Council of Ministers with respect to the customs procedures. 
See Council for Trade in Services, Council Review of MFN Exemptions Report of the Meet- 
ing held on 5 July 2000 S/C/M/45, para. 65. 





48 In the year 2005 Turkey was in the 21" place of the GDP ranking order in the world, with a 
GDP of USD 551,600,000,000, which represents 0.93% of the global economy. The econ- 
omy of Turkey is based on services, i.e. services represent 58.5% (2005 est.) of GDP. The 
percentage of the labor force in services is 41.2% (3rd quarter, 2004). 
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2.2 Thailand (Selling and Marketing of Maritime/Air Transport 
Services*) 


Countries which have the same zero rate 
VAT system as Thailand 
Countries which exempt Thai persons from 


VAT or other taxes of similar nature by vir- 
tue of the treaties concluded or to be con- 
cluded with Thailand 

Countnes which exempt juristic persons 
constituted in accordance with Thai law 
from VAT or other taxes of similar nature 
on the basis of reciprocity 

Countries which do not levy VAT or other 
taxes of similar nature on juristic persons 
constituted in accordance with Thai law on 
the basis of reciprocity” 





* Zero per cent means that a taxpayer has no right to deduct input VAT, while exemption means 
that this right exists. 

» This exemption does not have any influence on taxes, because the delegate from Thailand 
on second review explained that members had enjoyed a zero VAT rate on the selling and 
marketing of maritime services in Thailand and, therefore, in the view of the delegation, all 
countries were receiving the same treatment. The conditions that gave rise to this exemption 
still prevailed because Thailand had not modified the relevant laws although in practice it 
had not treated anyone differently. See Council for Trade in Services, Report of the meeting 
held on 23 February 2005 S/C/M/78, para. 107. 

© According to the Japanese representatives’ statement during the second review, if the con- 
ditions which had created the need for the law no longer prevailed, then Thailand should 
have taken necessary internal action to terminate the exemption. See Council for Trade in 
Services, Report of the meeting held on 23 February 2005 S/C/M/78, para. 112. 


49 In the year 2005 Thailand was in the 22™ place of the GDP ranking order in the world, with 
a GDP of USD 545,800,000,000, which represents 0.92 % of the global economy. Just more 
than half of the economy of the Thailand is based on services, i.e. services represent 45.6% 
(2005 est.) of GDP. The percentage of the labor force in services is 37% (2000 est.). 
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2.3 Canada (Air and Maritime Transport*’) 














Description of measure indicating its in- 
consistency with Article II 






Countriesto | Conditions cre- 

which the ating the need 
measure ap-| for the exemp- 
plies tion 


Exemption has influence 
on 


tax tax 
base rate 


Legal per-| Yes No 
sons and 

natural 

persons 

doing 

business 


4 The provision is paragraph 81:1 (c) of the Canadian Income Tax Act. On first review, the 
Canadian delegation explained that that provision prevented double taxation where Canada 
and the foreign country were not bound by a double tax convention and that the provision 
distinguished between non-resident taxpayers whose country of residence did not impose 
tax on Canadian resident taxpayers involved in the operation of a ship or aircraft in interna- 
tional traffic and non-resident taxpayers whose country of residence imposed tax on Cana- 
dian resident taxpayers. See Council for Trade in Services, Council Review of MFN Exemp- 
tions Report of the Meeting held on 5 July 2000 S/C/M/45, para. 84. 












Exemption from taxes on income and capital | All countries | Maintenance of 
of a non-resident person earned in Canada reciprocity as the 
from the operation of a ship or aircraft in in- basis for the tax 
ternational traffic on the basis of reciprocity reciprocity ex- 
with the country in which the person resides* emption 



























2.4 Estonia (International Road Transport Services*') 












Countriesto | Conditions cre- | Exemption has influence 
which the ating the need 
measure for the 

applies exemption 


Description of measure indicating its in- 
consistency with Article II 



















which tax 
persons | base 


































The need for ex- Yes No 


emption is linked 


All countries 
with which 


Legal per- 
sons and 


Provisions in existing or future bilateral or 
plurilateral agreements on international road 







































transport (including combined transport- | Estonia has a|to _ the region | natural 
road/rail) reserving or limiting the provision | bilateral _ or | characteristics of | persons 
of a transport service into, in, across and out | plurilateral | road transport doing 
of the Republic of Estonia to the contracting | agreement services business 
parties to vehicles registered in each contract- | on road 

ing party, and providing for tax exemption for | transport in 

such vehicles* force 






50 In the year 2005 Canada was in the 13" place of the GDP ranking order in the world, with 
a GDP of USD 1,077,000,000,000 which represents 1.81% of the global economy. The econ- 
omy of Canada is based on services, i.e. services represent 68.7% (2005 est.) of the GDP. 
The percentage of the labor force in services is 83% (2004). 

51 In the year 2005 Estonia was in the 111" place of the GDP ranking order in the world, with 
a GDP of USD 21,810,000,000, which represents 0.04% of the global economy. The econ- 
omy of Estonia is based on services, i.e. services represent 66.8% (2005 est.) of GDP. The 
percentage of the labor force in services is 69% (1999 est.). 
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On a first review the Estonian delegation explained that as a usual provision Estonia had 
taken an obligation not to collect from the natural and legal persons covered by the agree- 
ments any taxes based on the possession of vehicles by those persons. Furthermore, the Es- 
tonian delegation explained that the general purpose of those agreements in the sector was 
to regulate in a mutually acceptable way the questions related to the reciprocal exchange of 
transportation permits between the parties to those agreements, and was also to reduce the 
inconvenience stemming from differences between national tax laws, so as to facilitate trans- 
portation services between the signatories. See Council for Trade in Services, Council Re- 
view of MFN Exemptions Report of the Meeting held on 5 July 2000 S/C/M/45, para. 119. 


2.5 Latvia (Road Transport; Passengers and Freight®) 


Provisions in existing or future bilateral or 
plurilateral agreements on international road 
transport (including combined transport - 
road/rail) reserving or limiting the provision 
of a transport service into, in, across and out 
of the Republic of Latvia to the contracting 
parties to vehicles registered in each contract- 
ing party, and providing for tax exemption for 
such vehicles 








52 In the year 2005 Latvia was in the 95" place of the GDP ranking order in the world, with a 
GDP of USD 29,420,000,000, which represents 0.05% of the global economy. The economy 
of Latvia is based on services, i.e. services represent 69.9% (2005 est.) of GDP. The per- 
centage of the labor force in services is 60% (2000 est.). 
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2.6 Bulgaria (Road Passenger and Freight Transportation®’) 




















Countries to 
which the 
measure 

applies 


Description of measure indi- 
cating its inconsistency with 
Article II 


Exemption has 
influence on 


tax tax 
base rate 


i 
es 


Conditions creating the 
need for the exemption 










































All countries 
with which 
agreements are 
or will be in 
force 


Measures taken under existing 
or future agreements which re- 
serve and/or restrict the supply 
of these kinds of transportation 
services and specify the terms 
and conditions of this supply, in- 
cl. transit permits and/or prefer- 
ential road taxes, in the territory 
of the Republic of Bulgaria or 
across the borders of the Repub- 
lic of Bulgaria 


Protection of the integrity of 
the infrastructure, as well as 
environmental protection, 
and regulation of traffic 
rights in the territory of the 
Republic of Bulgaria and be- 
tween the countries con- 
cemed 






























Legal per-| Y 
sons and 
natural 
persons 
doing 
business 


Legal per-} Y No 
sons and 

natural 

persons 

doing 

business 


4 On the second review the Bulgarian delegation stated that these measures envisaged reci- 
procity upon exemption from certain taxes and fees. Furthermore, they explained that they 
were taxes and fees payable for the use of the road system and bridges in the host country, 
but the joint commission, established under the arrangement, had the right to exempt certain 
transportation from road taxes ona reciprocal basis. See Council for Trade in Services, Report 
of the meeting held on 23 February 2005 S/C/M/78, para. 106. 





















Austria and 
other European 
countries 


Reciprocity. Historical links 
and specific regional aspects 


Vehicle tax and VAT-exemp- 
tion on the basis of conventions 
or on the grounds of de facto 
reciprocity limited to the coun- 
tries indicated in column 3* 





53 In the year 2005 Bulgaria was in the 69" place of the GDP ranking order in the world, with 
4 GDP of USD 66,960,000,000, which represents 0.11% of the global economy. The econ- 
omy of Bulgaria is based on services, i.e. services represent 59.7% (2005 est.) of GDP. The 
percentage of the labor force in services is 56.3% (3rd quarter 2004 est.). 
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2.7 Austria (Road Transport — Passengers and Freight™) 


VAT-exemption is limited 
to international passenger 
transport carried out by 
foreign entrepreneurs by 
means of motor vehicles 
registered in countries in- 
dicated in column 3* 


Exemption from vehicles garia, Reciprocity; fa- 
tax under certain condi-| States of former Yugoslavia, | cilitating of the 
tions on the grounds of | Cambodia, Cuba, Malta, Mo- 

conventions limited to ve- | rocco, Romania, Switzerland, | i 

hicles registered in the 


countries indicated in col- | USSR (with the exception of 

umn 3° the Baltic States, Azerbaijan, 
Georgia, Moldova and Uz- 
bekistan), Czech Republic, 
Slovak Republic 


Exemption from vehicles 
tax under certain condi- 


limited to vehicles regis- 
tered in the countries indi- 
cated in column 3° 


Bulgaria, Israel, Monaco, San | Reciprocity; _ fa- 

Marino, Turkey, Hungary, | cilitating of the 

on the grounds of de facto | Vatican City, the United States | development of 
reciprocity“ limited to vehi- international 

cles registered in the coun- touring and/or in- 

tries indicated in column 3 ternational trans- 
port of goods 





* On first review the Austrian delegation gave the explanation that passenger transport by 
vehicles registered in foreign countries was, in principle, liable to VAT, and that for the as- 
sessments of VAT, border controls could not be avoided. They added that the exemption 
involved was a simplification measure, both for the foreign company and for the tax admin- 
istration. See Council for Trade in Services, Council Review of MFN Exemptions Report 
of the Meeting held on 5 July 2000 S/C/M/45, para. 118. 

> On the first review the Austrian delegation explained the term “vehicle tax”; that term meant 
tax payable on motor vehicles not registered under an Austrian registration procedure using 
public roads in Austria. Also, the term “certain conditions” was explained: it meant that 
certain requirements had to be fulfilled, i.e. in respect of the period of use, which could be 
one year or 90 days, or with respect to the vehicle, only for private use or use for international 
transport of passengers or goods. See Council for Trade in Services, Council Review of MFN 
Exemptions Report of the Meeting held on 5 July 2000 S/C/M/45, para. 118. 





54 In the year 2005 Austria was in the 35" place of the GDP ranking order in the world, with 
a GDP of USD 269,400,000,000, which represents 0.45% of the global economy. The econ- 
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On a question regarding the difference between “Convention” and “Declaration”, the Aus- 
trian delegation explained that “Convention” means that Austria had concluded a bilateral 
agreement with the state concerned. On the other hand, “Declaration” means that Austria 
and the state concerned had reached a mutual agreement on the tax exemption by an exchange 
of letters. See Council for Trade in Services, Council Review of MFN Exemptions Report 
of the Meeting held on 5 July 2000 S/C/M/45, para. 118. 

“On a first review session it was explained, that de facto reciprocity referred to reciprocity 
of vehicle tax exemption with countries which did not tax foreign vehicles according to their 
internal law.” See Council for Trade in Services, Council Review of MFN Exemptions Re- 
port of the Meeting held on 5 July 2000 S/C/M/45, para. 118. 


2.8 Chile (Maritime Transport*>) 





















Conditions 
creating the 
need for the 
exemption 


Exemption has 
influence on 


Countries to 
which the 
measure 

applies 


Description of measure indicating its inconsist- 
ency with Article II 
















Need to en-| Legal per- 
sure market} sons and 


Maritime freight rates, commissions or shares re- 
lating to maritime freight to or from Chilean ports 





























and other revenue from services to vessels and access natural 
cargoes in national or foreign ports necessary for persons 
the purposes of such transportation are subject to doing busi- 
a tax on the total amount of revenue derived from ness 







these operations. This tax is not imposed on rev- 
enue generated by foreign vessels provided that, 
in their countries of registration, there is no sim- 
ilar tax or equivalent or similar exemptions are 
granted to Chilean shipping enterprises. If a ves- 
sel is operated by or belongs to a shipping enter- 
prise domiciled in a country that is not the coun- 
try of registration, the requirement of reciprocity 
applies to each country * 


a The representative of Chile noted on second review that the exemptions in the maritime trans- 
port sector were based on the principle of reciprocity, which was established in the law which 
regulated the sector and which allowed the relevant authority to permit the entry of foreign 
suppliers to provide services. See Council for Trade in Services, Report of the meeting held 
on 23 February 2005 S/C/M/78, para. 74. 


omy of Austria is based on services, i.e. services represent 66.9% (2004 est.) of GDP. The 
percentage of the labor force in services is 70% (2005 est.). 

55 In the year 2005 Chile in the 48" place of the GDP ranking order in the world, with a GDP 
of USD 180,600,000,000, which represents 0.30% of the global economy. Slightly less than 
half of the economy of Chile is based on services, i.e. services represent 47.3% (2005 est.) 
of GDP. The percentage of the labor force in services is 63% (2003). 
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2.9 European Union (Road Transport — Passenger and Freight®) 


their Member States and third coun- 
tries, which: 
- reserve or limit the provision of a 
transport service between the con- 
tracting parties or across the territory 
of the contracting parties to vehicles 
registered in each contracting party; | lraq, Kuwait 
~ provide for tax exemption for such 
vehicles 





2.10 Cyprus (Road Transport — Passenger and Freight 
Transportation*’) 


Description of measure indicating its in- 
consistency with Article Il 


Bilateral agreements between Cyprus and European The need for ex- 
third countries on international road haulage 

(including combined transport) and passenger 

transport, according to which the provision of 

the transport service between Cyprus and the 

contracting parties or across the territory of 

the contracting parties is reserved or limited 

to vehicles registered in each contracting par- 

ty whilst tax exemption for such vehicles is 

also provided 





* Armenia, Austria, Belarus, Belgium, Bulgaria, the Czech Republic, Denmark, Estonia, 
France, Germany, Greece, Hungary, Italy, Latvia, Lithuania, the Netherlands, Poland, Ro- 
mania, the Russian Federation, the Slovak Republic, Slovenia, Spain, Ukraine, the UK and 
Yugoslavia. See Council for Trade in Services, Council Review of MFN Exemptions Report 
of the Meeting held on 5 July 2000 S/C/M/45, para. 104. 


6 In the year 2005 the European Union was in the 3™ place of the GDP ranking order in the 
world, with a GDP of USD 12,180,000,000,000, which represents 20.51% of the global 
economy. The economy of the European Union is based on services, i.e. services represent 
70.5 % (2004 est.) of GDP. The percentage of the labor force in services is 66.9%. 

57 [In the year 2005 Cyprus was in the 121* place of the GDP ranking order in the world, with 
a GDP of USD 16,820,000,000, which represents 0.03% of the global economy. The econ- 
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2.11 Sweden (Road Transport — Passenger and Freight**) 


Description of measure indicating its Countriesto | Conditions cre- Exemption has 
inconsistency with Article II which the | ating the need influence on 
measure for the 
applies exemption 


Provisions in existing or future bilateral or | All countries | The need for ex- | Legal per- 
plurilateral agreements on international road | with which | emption is linked} sons —_ and 
transport (including combined transport —| bilateral or|to the regional | natural 
road/rail) reserving or limiting the provision | plurilateral | characteristics of | persons 
of a transport service into, in, across and out | agreements | road transport | doing 

of Sweden to the contracting parties to vehi- | are in force | services business 
cles registered in each contracting party, and 

providing for tax exemption for such vehicles 





3. Audiovisual Services 


3.1 Australia®’ 

















Conditions cre- | Exemption has influence 


ating the need 
which tax 
persons | base 


for the exemp- 
tion 
Natural Yes No 
persons 


Countries to 
which the measure 
applies 






Description of measure indicating its 
inconsistency with Article II 









































Italy, UK, Canada 
and France and any 
‘other country where 
cultural co-opera- 
tion might be desir- 
able and which is 
prepared to e€X- 
change preferential 
treatment on the 
terms and condi- 
tions specified in 
the Australian 
co-production pro- 


gramme 


To promote col- 
laborative efforts 
between Austral- 
ian and foreign 
film producers 
and general cul- 
tural links 


Under the Australian Government 
Co-production programme, Australia 
maintains preferential co-production 
arrangements for film and television 
productions. Official co-production 
status, which may be granted to a 
co-production produced under these 
co-production arrangements, confers 
national treatment on works covered 
by these arrangements, including in 
respect of access to finance and tax 
concessions and simplified require- 
ments for the temporary entry of 
skilled personnel into Australia for the 
purposes of the co-production 




































































omy of Cyprus is based on services, i.e. services represent 76.2% (2005 est.) of GDP. The 


percentage of the labor force in services is 54.4% (2004 est.). 
58 Jn the year 2005 Sweden was in the 36" place of the GDP ranking order in the world, with 


a GDP of USD 266,500,000,000, which represents 0.45% of the global economy. The econ- 
omy of Sweden is based on services, i.¢. services represent 69.7% (2005 est.) of GDP. The 
percentage of the labor force in services is 74% (2000 est.). 

59 Inthe year 2005 Australia was in the 18" place of the GDP ranking order in the world, with 
4 GDP of USD 642,700,000,000, which represents 1.08% of the global economy. The econ- 
omy of Australia is based on services, i.e. services represent 69.6 % (2004 est.) of GDP. The 
percentage of the labor force in services is 70% (2004 est.). 
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3.2 New Zealand 


Canada, France, United | To support the de- | Natural Yes 

Kingdom and any other velopment of the | persons 
requirements | country where cultural | New Zealand film 

ential *,* vi . - — i 

specified in such arrange- 

ments or agreements 


4. Other Sectors 





4.1 Costa Rica (Advertising Services) 


Exemption has influence on 


Import of commercial shorts from outside | El Salvador, | Cooperation with 
Central America is subject to a tax of 100 per . | Countries in the re- 
cent of value but the tax may not be less than 1 

10,000 colones or more than 50,000 colones. 

Radio, cinema or television commercial 

shorts are deemed to be national if they are 

made in other Central American countries 

which grant reciprocity in this area* 





* The legislation which contained that measure was Law No. 1758, dated 19 June 1954, known 
as the “Radio and Television Law” in force at present. See Council for Trade in Services, Coun- 
cil Review of MFN Exemptions Report of the Meeting held on 29 May 2000 S/C/M/44, 
para. 24. The surcharge of 10,000 and 50,000 colones is at the current exchange rate 16 and 81 
Euros. 





60 In the year 2005 New Zealand was in the 59" place of the GDP ranking order in the world, 
with a GDP of USD 97,390,000,000, which represents 0.16% of the global economy. The 
economy of New Zealand is based on services, i.e. services represent 67.6% (2005 est.) of 
GDP. The percentage of the labor force in services is 65% (1995). 

6! In the year 2005 Costa Rica was in the 85" place of the GDP ranking order in the world, 
with a GDP of USD 40,320,000,000, which represents 0.07% of the global economy. The 
economy of Costa Rica is based on services, i.e. services represent 63.1% (2005 est.) of 
GDP. The percentage of the labor force in services is 58% (1999 est.). 
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Exemption has influence 
on 
which tax tax 
persons | base | rate 


Natural Yes No 
persons 


* The Mexican delegation pointed out on first review that there were no concrete examples of 
how that provision operated because negotiation of the bilateral agreement had not yet been 
completed. See Council for Trade in Services, Council Review of MFN Exemptions Report 
of the Meeting held on 5 July 2000 S/C/M/45, para. 42. 





4.2 Mexico (Tourism, Business Conventions”) 












Countries to 
which the 
measure applies 


Description of measure indi- 
cating its inconsistency with 
Article I 


Conditions creating the 
need for the exemption 





































United States of 
America 


Bilateral Agreement for the 
granting of tax deductions to in- 
dividuals attending business 
conventions in the territories of 
the parties* 


Individuals attending 
business conventions re- 
ceive a preferential deduc- 
tion for expenses incurred 
in the territory of the par- 
ties 













4.3 European Union (Financial Services) 


Description of measure indicating | Countries to which | Conditions cre- | Exemption has influence 
its inconsistency with Article If | the measure applies | ating the need on 
for the 
exemption ans reve 
base | rate 


The need to aid} Legal per- | Yes Yes 
sons 


the countries con- 

cerned in their 

transition to a 

market economy 
a This exemption came into force simultaneously with the GATS. While the duration of this 
exemption was 10 years, it had already expired. This is also the only tax exemption according 
to Article II:2 that had fulfilled all the prescribed conditions according to paragraph 6 of the 
Annex. The European Union delegation explained at the first meeting: this exemption has 
been taken because of an Italian law of 9 January 1991 which provided for the creation of a 
financial and insurance service center, located in the Italian city of Trieste. As of July 2000, 
the law had not yet been implemented, and thus no company had benefited from tax facili- 
tation it granted. The law covered the following sectors: banking, specialized financial serv- 
ices, insurance and reinsurance, services complementary to international trade, and issuing 
and compensation of letters of credit. The delegation noted that only operations with Central 
Europe, the Balkans and the former Soviet Union could benefit from the special treatment. 
The law did not contain a list of countries which could be identified at the moment of im- 
plementation. In order to be allowed to operate, an authorization from a governing committee 
was needed, which was based on the same criteria governing the incorporation of new com- 
panies and the institution of Italian branches of foreign companies. The delegation referred 




































States in Central, 
Eastern and South- 
Eastern Europe, and 
all Members of the 
Commonwealth of In- 
dependent States 


Measure granting favourable tax 
treatment (off-shore regime) in Italy 
to service suppliers trading with the 
countries to which the measure ap- 
plies* 











62 In the year 2005 Mexico was in the 14 place of the GDP ranking order in the world, with 
a GDP of USD 1,066,000,000,000, which represents 1.80% of the global economy. The 
economy of Mexico is based on services, i.e. services represent 69.5% (2005 est.) of GDP. 
The percentage of the labor force in services is 58% (2003). 
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to a European Communities Decision, No, 95/552 European Community of 12 April 1995, 
which stated that the overall amount of tax facilitation given to companies benefiting from 
that system should not exceed EUR18 million. See Council for Trade in Services, Council 
Review of MFN Exemptions Report of the Meeting held on 5 July 2000 S/C/M/45, para. 19. 


VIL. Conclusion 


The MFN principle is a cornerstone of the multilateral trading system. Under 
the MFN obligation, a Member must give to all WTO Members immediately and 
unconditionally the most favourable treatment it has conferred on any of its busi- 
ness partners (whether or not that business partner is a member). In the context of 
the GATS, the MFN obligation is applicable to any measure that determines trade 
in any services sector whether specific commitments have been made or not. The 
MEN obligation applies across all sectors and all modes of supply unless otherwise 
determined through an MFN exemption. 


Approximately two thirds of the members depart from the MFN in 461 exemp- 
tions. In acting this way, members interfere, on the one hand, with international trade 
in services, regardless of the mode of supply, and, on the other hand, unwittingly cause 
the MFN rule to turn into the WFN — “Worst-Favoured-Nation” rule. That means that 
all members are involved in sabotaging expansion, liberalization, growth and devel- 
opment, which is against the purpose of the GATS, as stated in the preamble. 


According to the Korean delegation’s statement, on second review, “there were 
as many as 110 potential MFN measures among more than 400 such measures which 
might not be in conformity with several articles of the GATS, particularly Annex 
Il of the GATS and the MFN Guidelines. Some of those measures might give rise 
to less favourable treatment than specific commitments inscribed in national sched- 
ules, while some measures were too broad in nature.’* The two main reasons are 
the undefined period of the duration of exemptions and thus the possible invalidity 
of 98% of exemptions, and furthermore also the inappropriate reviewing procedure. 


The conditions creating the need for the exemptions in most of the cases that 
have been examined are bizarre, and are not in conformity with the Annex. The 
“smooth functioning of mutual transportation services”, “protections of the integ- 
rity of the infrastructure, as well as environmental protection, and regulation of 
traffic rights ...” are definitely not reasons that are in conformity with the Annex. 
On the question of identifying which elements of US tax policy were inconsistent 
with Article II of the GATS, the representatives of the United States said “that each 
of the elements identified in their MFN exemption showed the potential basis for 


differential treatment which could give rise to a departure from MFN treatment.””4 


There are, in general, three possible reasons for creating exemptions: bilateral, 
reciprocal or preferential systems with respect to specific sectors or measures. A 


& See C ouncil for Trade in Services, Report of the meeting held on 30 November 2004 S/C/ 


M/78, para. 14. . 
64 See Council for Trade in Services, Report of the meeting held on 30 November 2004 S/C/ 


M/78, para. 82. 
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possible reason for such a situation after more than ten years since the beginning 
of the GATS is also the lack of instructions from the WTO Secretariat. On the other 
hand, a possible reason is the intention of some members, which deliberately act 
in defiance of one of the main purposes of GATS, trade liberalization. 


Exemptions in the field of taxes were obtained by 17 members. Only the US 
(12 exemptions) and Singapore (one exemption) made exemptions horizontally. 
These exemptions had the most influence on taxes that were assessed for each 
listed exemption. Thus, while in these countries (excluding the EU) export of trans- 
portation services represents 1.51%®° of world trade in commercial services, and 
import of transportation services represents 2.40% of world trade in commercial 
services, listed tax exemptions cannot have a significant influence on taxes. Other 
tax exemptions are negligible. 


Concerning the previous paragraphs about the validity of listed indefinite ex- 
emptions, all tax exemptions were for an indefinite period, except one for the Eu- 
ropean Union that had already expired. Thus, the issue could be that all tax exemp- 
tions are not valid. 


65 Http://stat.wto.org/StatisticalProgram/WSDBStatProgramHome.aspx?Language=E, Time 
Series: The world export volume of trade in services was in year 2005 2,414,700; the volume 
of export of transportation services for 10 selected countries was 36,489 (in millions of USD), 
12.04.2006. 

66 Http://stat.wto.org/StatisticalProgram/WSDBStatProgramHome.aspx?Language=E, Time 
Series: The world import volume of trade in services was in year 2005 2,361,300.00; the 
volume of import of transportation services for 10 selected countries was 56,698 (in millions 
of USD), 12.04.2006. 
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The Meaning of “Arbitrary and Unjustifiable Discrimination” 





I. Overview 


The concepts “arbitrary discrimination” and “disguised restriction” appear for 
the first time back in 1946 during the genesis of the General Agreement on Tariffs 
and Trade (GATT).!' A preparatory committee was established to draft the Inter- 
national Trade Organization (hereinafter ITO) charter and the committee worked 
on the draft during the years 1946 and 1947.2 During the London session of the 
Preparatory Committee, a note of the Netherlands and the Belgo-Luxembourg Eco- 
nomic Union provided that indirect protection was an undesirable phenomenon 
and that: 


“it is recommended to insert a clause which prohibits expressly (the use of) such 
measures (to) constitute an indirect protection”’3 


They suggested inserting a preamble into the exceptions article of the commer- 
ical policy chapter of the draft ITO charter. In further discussions, the following 
proposal was made: 


“In order to prevent abuse of the exceptions [...] the following sentence should be 
inserted as an introduction: ‘The undertakings [... ]shall not be construed to prevent 
the adoption or enforcement by any Member of the following measures, provided 
that they are not applied in such a manner as to constitute a means of arbitrary 
discrimination between countries where the same conditions prevail, or a disguised 
restriction on international trade”’.* 


This suggestion was accepted and after being subject to later review, it was 
finally adopted as part of the preamble of Art. XX GATT. Today, the words “arbi- 
trary discrimination”, “unjustifiable discrimination” and “disguised restriction” 
can be found in five different provisions and an ongoing debate exists among schol- 


ars regarding their interpretation, their application and their meaning. 
Our attention will be given principally to the meaning, interpretation and ap- 


plication of the key words (i.e. the words “arbitrary discrimination”, “unjustifiable 
discrimination” and “disguised restriction”) under Arts. XX GATT, XIV GATS, 
58 (3) EC and 30 EC. We will discuss the way in which they have been interpreted 
and we will stress the relevance that the application of the preamble of Art. XIV 


GATS has in the field of taxation. 
The purpose of this study is to fill in the meaning of the three concepts using 


as tools the instruments that already exist. One is likely to think that the case law 
regarding the first sentence of Art. XX GATT could be taken into consideration 





| [In 1946, the Economic and Social Council of the United Nations held a conference to con- 
sider the creation of the International Trade Organization (ITO), which was envisaged as the 
final leg of post-war economic agencies together with the International Monetary Fund and 
the International Bank for Reconstruction and Development. 

WTO News, Press Release, 5 February 1998, “Golden jubilee of the multilateral trading 
system” PRESS/88, http://www.wto.org/english/news_e/pres98_e/pr88_e.htm (2006). 

3 Guide to GATT, GATT General Agreement on Tariffs and Trade, Analytical Index (1994), 519. 
4 Emphasis added. Guide to GATT; GATT General Agreement on Tariffs and Trade, Analytical 

Index, 520. 
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when interpreting the introductory clause of Art. XIV GATS. Two reasons support 
this idea. First, there is a parallelism between the preambles of Art. XIV GATS 
and Art. XX GATT. As we will see later, the wording is exactly identical. Second, 
there is no WTO case law regarding the interpretation of the chapeau of Art. XIV 
GATS. It remains* up to the WTO member countries, the Dispute Settlement Panel 
and the Appellate Body to further carve out the meaning of the concepts in the 
context of the GATS.® Consequently, it is necessary to analyse the existing WTO 
case law in respect of Art. XX GATT when trying to fill in the meaning of the 
chapeau of Art. XIV GATS. 


The influence of the European Court of Justice (ECJ) case law will also be 
decisive for the purpose of this study. Despite the fact that Art. XX GATT is older 
than Arts. 30 or 58 (3) EC,’ the ECJ had already interpreted the later ones several 
times before the Appellate Body first considered the chapeau of Art. XX GATT 
in 1996.8 In our view, the construal of the meaning of the three concepts is only 
possible if the existing interpretation given to the words is taken into account. The 
ECJ conclusions constitute an interesting further element of comparison to be taken 
into account when filling in the meaning of the words at stake.’ 


Il. The Concept of “Arbitrary and Unjustifiable Discrimi- 
nation” and “Disguised Restriction” in International Law 


The starting point is the analysis of the wording of the articles that contain such 
expressions. In the first place, they appear in the introductory clause of Art. XX 
GATT (therefore known as the “chapeau” of this article). Art. XX 1s entitled “Gen- 
eral Exceptions”. The chapeau of Art. XX GATT is conceived as an exception to 
the exceptions laid down in the paragraphs (a) to (j) of Art. XX GATT. '0 The article 
provides the general conditions under which the justifications of the subsequent 
5 The provisions of the GATS may not be invoked before judicial courts. 

6 Isenbaert, National Report Belgium, in Lang/Herdin/Hofbauer (eds.) W7O and Direct Tax- 
ation (2005) 171 (187). 

? The ECT was signed in 1957 while Art. XX GATT dates from 1947. 

* Report of the Appellate Body 29 April 1996, WT/DS2/AB/R United States ~ Standards for 
Reformulated and Conventional Gasoline. 

% By way of contrast, Hintsanen does not believe that referring to EC law is the right way to 
interpret Art. XIV GATS. Hintsanen, National Report Finland, in Lang/Herdin/Hofbauer 
(eds.) WTO and Direct Taxation, 257 (267). 

10 Art. XX GATT: “Subject to the requirement that such measures are not applied in a manner 
which would constitute a means of arbitrary or unjustifiable discrimination between coun- 
tries where the same conditions prevail, or a disguised restriction on international trade, noth- 
ing in this Agreement shall be construed to prevent the adoption or enforcement by any 
contracting party of measures: 

(a) necessary to protect public morals; 

(b) necessary to protect human, animal or plant life or health, 

(c) relating to the importations or exportations of gold or silver; 

(d) necessary to secure compliance with laws or regulations which are not inconsistent with the 
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paragraphs of Art. XX GATT may be invoked.!! This reflects the fact that the 
chapeau disallows measures applied in a manner that would constitute “a means 
of arbitrary or unjustifiable discrimination” or “disguised restriction”, while 
Art. XX GATT allows member countries to adopt measures inconsistent with the 
general GATT rules’? if they are justified by the “general exceptions” provided by 
the sub-paragraphs of Art. XX GATT. 


In the second place, we may also find these words in Art. XIV of the General 
Agreement on Trade in Services (GATS). Art. XIV GATS is modelled after 
Art. XX GATT.!3 Its introductory clause is literally identical to the chapeau of 
Art. XX GATT. The wording of the title and the first sentence of Art. XIV GATS 
is exactly the same as the wording of Art. XX GATT. The chapeau of Art. XIV 
GATS is also structured as an exception to a previous exception. Where the meas- 
ure of a member country is in breach of an obligation under the GATS, it can still 
be “saved” through the application of one of the exceptions given by the paragraphs 
(a) to (e) of Art. XIV GATS. Like the exceptions of Art. XX GATT, they reflect 





provisions of this Agreement, including those relating to customs enforcement, the enforce- 
ment of monopolies operated under paragraph 4 of Article II and Article XVII, the protec- 
tion of patents, trade marks and copyrights, and the prevention of deceptive practices; 

(e) relating to the products of prison labour; 

(f) imposed for the protection of national treasures of artistic, historic or archaeological value; 

(g)relating to the conservation of exhaustible natural resources if such measures are made 
effective in conjunction with restrictions on domestic production or consumption; 

(h) undertaken in pursuance of obligations under any intergovernmental commodity agree- 
ment which conforms to criteria submitted to the CONTRACTING PARTIES and not 
disapproved by them or which is itself so submitted and not so disapproved; 

(i) involving restrictions on exports of domestic materials necessary to ensure essential quan- 
tities of such materials to a domestic processing, industry during periods when the do- 
mestic price of such materials is held below the world price as part of a governmental 
stabilization plan; Provided that such restrictions shall not operate to increase the exports 
of or the protection afforded to such domestic industry, and shall not depart from the 
provisions of this Agreement relating to non-discrimination; 

(j) essential to the acquisition or distribution of products in general or local short supply; 
Provided that any measures shall be consistent with the principle that all contracting par- 
ties are entitled to an equitable share of the international supply of such products, and 
that any such measures, which are inconsistent with the other provisions of the Agreement 
shall be discontinued as soon as the conditions giving rise to them have ceased to exist. 
The CONTRACTING PARTIES shall review the need for this sub-paragraph not later 
than 30 June 1960”. (Original emphasis). 

'l_ The wording is presented as follows (emphasis added): “Subject to the requirement that such 
measures are not applied in a manner which would constitute a means of arbitrary or un- 
justifiable discrimination between countries where the same conditions prevail, or a dis- 
guised restriction on international trade, nothing in this Agreement shall be construed to 
prevent the adoption or enforcement by any contracting party of measures [...]”. A further 
explaination will be given about the word “applied” in the United States — Gasoline case. 
Report of the Appellate Body 29 April 1996, WT/DS2/AB/R United States — Standards for 
Reformulated and Conventional Gasoline. 

12. The phrase “nothing in this Agreement” found in Art. XIV GATS and XX GATT might mean 
that the exceptions of the paragraphs (a) to (e) of Art. XIV GATS and (a) to (j) of Art. XX 
GATT will apply in respect to any obligation under the GATS or the GATT. 
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the policy objectives that WTO member countries recognize as legitimate.'* Then, 
they can still be considered a violation of the agreement obligation under the cha- 
peau. 


In the third place, the European Communities (EC) Treaty also includes these 
words in Arts. 30, 58 (3) and 95 (6) EC. These three articles do not mention “un- 
justifiable discrimination” but they speak of “arbitrary discrimination” and “dis- 
guised restriction”. It must be noted that the words constitute an exception to a 
previous exception made towards a rule of the Treaty. By way of contrast, Art. 95 
(6) EC does not constitute an exception to a previous exception. 


For instance, Art. 30 EC provides an exception'> to the rules set down by 
Arts. 28 and 29 EC.'® The exception is that the prohibition does not preclude 
Member States from adopting measures that would constitute a restriction if 
this measure is justified. Finally, the last sentence states that “such provisions 
or restrictions shall not, however, constitute a means of arbitrary discrimina- 
tion or a disguised restriction on trade between Member States”’.'’ The same 

Art. XIV GATS: “Subject to the requirement that such measures are not applied in a manner 

which would constitute a means of arbitrary or unjustifiable discrimination between coun- 

tries where the same conditions prevail, or a disguised restriction on trade in services, nothing 
in this Agreement shall be construed to prevent the adoption or enforcement by any Member 
of measures: 

(a) necessary to protect public morals or to maintain public order; 

(b) necessary to protect human, animal or plant life or health; 

(c) necessary to secure compliance with laws or regulations which are not inconsistent with 
the provisions of this Agreement including those relating to: 

(i) the prevention of deceptive and fraudulent practices or to deal with the effects of a 
default on services contracts; 

(ii) the protection of the privacy of individuals in relation to the processing and dissem- 
ination of personal data and the protection of confidentiality of individual records 
and accounts; 

(iii) safety; 

(d)inconsistent with Article XVII, provided that the difference in treatment is aimed at en- 
suring the equitable or effective imposition or collection of direct taxes in respect to serv- 
ices or service suppliers of other Members; 

inconsistent with Article II, provided that the difference in treatment is the result of an agree- 

ment on the avoidance of double taxation or provisions on the avoidance of double taxation 

in any other international agreement or arrangement by which the Member is bound”. 

‘4 Leroux, Trade in financial services under the World Trade Organization, Journal of World 
Trade 2002, 413 (424). 

1S Art. 30 EC: “The provisions of Articles 28 and 29 shall not preclude prohibitions or restric- 
tions of imports, exports or goods in transit justified on grounds of public morality, public 
policy or public security; the protection of health and life of humans, animals or plants; the 
protection of national treasures possessing artistic, historic or archaeological value; or the 
protection of industrial and commercial property. Such prohibitions or restrictions shall not, 
however. constitute a means of arbitrary discrimination or a disguised restriction on trade 
between Member States”. 

6 Namely, the prohibition between Member States of quantitative restrictions of imports and 
exports and measures having equivalent effect. 
'7 Emphasis added. 
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structure is followed by Art. 58 (3) EC regarding the free movement of capi- 
tal.'* Art. 58 EC provides an exception to the general rule provided by Art. 56 
EC.' The exception is that the prohibition exists without prejudice to the right of 
the Member States to apply measures that would constitute restrictions as far as 
they are compatible with the Treaty. The last paragraph of Art. 58 EC lays down 
that “the measures and procedures referred to in paragraphs | and 2 shall not con- 
stitute a means of arbitrary discrimination or a disguised restriction on the free 
movement of capital and payments as defined in Article 56"’.?° 


In contrast, Art. 95 (6) EC has a different scope. Though it uses the words “arbitrary 
discrimination” and “disguised restriction”, the structure is not the same as in the other 
articles.*! Art. 95 (6) EC does not seem to constitute an exception to a previous excep- 
tion as it rather concerns a step in the procedure of approximation of laws.” 


Ii. The Meaning of “Arbitrary and Unjustifiable Discrimination” 
and “Disguised Restriction” under Article XX GATT 
We consider below the different interpretation of the terms given by existing 


Panel and Appellate Body (AB) Reports from the WTO in the context of Art. XX 
GATT. 73 





IS Art. 58 EC: “1. The provisions of Article 56 shall be without prejudice to the right of Member 
States: 

(a) to apply the relevant provisions of their tax law which distinguish between taxpayers who 
are not in the same situation with regard to their place of residence or with regard to the 
place where their capital is invested; 

(b)to take all requisite measures to prevent infringements of national law and regulations, 
in particular in the field of taxation and the prudential supervision of financial institutions, 
or to lay down procedures for the declaration of capital movements for purposes of ad- 
ministrative or statistical information, or to take measures which are justified on grounds 
of public policy or public security. 

2. The provisions of this chapter shall be without prejudice to the applicability of restrictions 

on the right of establishment which are compatible with this Treaty. 

3. The measures and procedures referred to in paragraphs | and 2 shall not constitute a means 

of arbitrary discrimination or a disguised restriction on the free movement of capital and 

payments as defined in Article 56”. 

19 Namely, the prohibition of all restrictions of the movement of capital and of payments be- 
tween Member States and between Member States and third countries. 

20 Emphasis added. 

21 Art. 95 (6) EC: “The Commission shall, within six months of the notifications as referred to 
in paragraphs 4 and 5, approve or reject the national provisions involved after having verified 
whether or not they are a means of arbitrary discrimination or a disguised restriction on trade 
between Member States and whether or not they shall constitute an obstacle to the function- 
ing of the internal market [...]”. 

22 For this reason, we leave this article outside the scope of our study. 

23 A good summary of the Appellate Body Reports and Panel Reports that we will consider in 
this chapter can be found in: World Trade Organization, Note by the Secretariat 8 March 
2002, GATT/WTO Dispute Settlement Practice Relating to GATT Article XX, 
Paragraphs (b), (d) and (g), WT/CTE/203. 
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1. Case Law Concerning the Measures 


The first Panel Report that addressed the preamble of Art. XX GATT was the 
Panel Report United States — Prohibition of Imports of Tuna and Tuna Products 
from Canada** (hereinafter United States — Tuna). The Panel examined a measure 
adopted by the United States that consisted of a prohibition on imports of tuna and 
tuna products from Canada and concluded that the discrimination against Canada 
might not necessarily have been considered arbitrary or unjustifiable discrimina- 
tion because the United States had taken similar actions against imports from other 
countries and for similar reasons.*> 


In 1983, a Panel adopted the United States — Imports of Certain Automotive 
Spring Assemblies Panel Report*® (hereinafter United States — Spring Assem- 
blies). Here, the Panel examined the measure at issue from the perspective of 
the preceding United States — Tuna case but it did not go a step further as far as 
the definition of our key concepts is concerned.*’ That is to say, it considered 
that the order at stake** wou/d*? not have been considered an arbitrary or unjus- 
tifiable discrimination according to the manner in which the measure was ap- 
plied by the United States, i.e. the order was directed against imports of certain 
automotive spring assemblies produced in violation of a valid US patent from 
all foreign sources and not just from Canada.*° In other words, it reasoned in 
the same way as in the United States — Tuna case. The turning point was to come 
in 1996. 


24 Report of the Panel 22 February 1982, L/5198-29S/91 United States — Prohibition of Imports 
of Tuna and Tuna Products from Canada. 

25 United States — Tuna paras. 4.8 and 4.15. World Trade Organization, Note by the Secretariat 
8 March 2002, GATT/WTO Dispute Settlement Practice Relating to GATT Article XX, Par- 
agraphs (b), (d) and (g), WT/CTE/203, Annex I, para. D 4. 

26 Report of the Panel 26 May 1983, L/5333-30S/107 United States — Imports of certain auto- 
motive spring assemblies. 

2? However, this case was the first to consider the manner in which a domestic measure had to 
be analysed. 

28 This case concerned an order issued by the United States (US) International Trade Commis- 
sion (ITC) — called Section 337 of the US Tariff Act of 1030 — that excluded certain auto- 
motive spring assemblies from importation into the United States. The representatives of 
Canada stated that Section 337 was a highly protective instrument because the treatment 
given by the US law to imported products was clearly less favourable than that accorded to 
products of national origin. In contrast, the United States alleged that the exclusion order 
against certain automobile spring assemblies fell within the exception of Art. XX (d). The 
Panel examined the exclusion of imports by the United States under Section 337 and came 
to the conclusion that the measure fell under the scope of Art. XX (d). 

29 We will emphasize in the next section of this study the reasons why in this case, the Panel 
considered that as the measure was consistent with Art. XX (d) it was not necessary to see 
whether it was also consistent with the chapeau. Nevertheless, it concluded that according 
to the manner in which the measure was applied by the United States, it would not have been 
considered an arbitrary or unjustifiable discrimination. United States — Spring Assemblies 
paras. 50, 55, and 56. 

30 United States — Spring Assemblies para. 55. 
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In 1996, the AB ruling in the case of United States — Standards for Reformulated 
and Conventional Gasoline?! (hereinafter United States — Gasoline) considered 
for the first time that the domestic measure at stake constituted arbitrary and un- 
justifiable discrimination. This case concerned a dispute between the United States 
and Venezuela (later joined by Brazil).>* The AB analysed the measure and con- 
cluded that the US approach constituted in its application an unjustifiable discrim- 
ination and a disguised restriction on international trade.*3 For instance, the meas- 
ure granted individual fuel additive baseline requirements to domestic blenders 
and refiners of gasoline while it relegated imported gasoline to a stricter statutory 
baseline. 


In 1998, the AB Report of the case United States — Import Prohibition of Certain 
Shrimp and Shrimp Products (hereinafter Shrimps — Turtles)>** appears. The meas- 
ure at issue in Shrimps — Turtles was found inconsistent with the chapeau of 
Art. XX GATT.*> The AB found a violation of the chapeau in the fact that the 
United States imposed an import ban on some WTO member countries while it 
negotiated with others to find a more amicable solution to achieve its policy.*° On 
the one hand, the main problem of the Shrimps — Turtles case is that while the AB 
sought to give a different meaning to the three terms, it ultimately avoided inter- 
preting the words “disguised restriction” — apparently for judicial economy rea- 
sons.’ 38 On the other hand, the main advantage of the case is that under “unjus- 
tifiable discrimination” the AB classified the fact that the United States did not 





3! Report of the Appellate Body 29 April 1996, WT/DS27/AB/R United States — Standards for 
reformulated and conventional gasoline. 

32 A Panel had been established to consider their dispute related to the implementation by the 
United States of its domestic legislation known as the “Clean Air Act of 1990” (the “CAA”) 
and to the regulation enacted by the US Environmental Protection Agency to control toxic 
and other pollution caused by the combustion of gasoline manufactured in or imported into 
the United States. 

33 United States — Gasoline 25-29. 

34 Report of the Appellate Body 12 October 1998, WT/DS58/AB/R United States — Import 
Prohibition of Certain Shrimps and Shrimps Products. 

35 [t consisted of a US measure conditioning access of shrimps to the US market upon the use 
of a particular method of fishing shrimps which, when used, substantially reduced the inci- 
dental taking of turtles. Mavroidis points out that the Tuna — I Panel had outlawed a similar 
measure, though conditioning the access of tuna to US market was deemed to be inconsistent 
under Art. XX (b) and not under the chapeau. Mavroidis, Trade and Environment after the 
Shrimps-Turtles litigation, Journal of World Trade 2000, 73 (74). 

36 Shrimps — Turtles paras. 42, 74, 171 and 172. 

37 Mavroidis, Journal of World Trade 2000, 80. 

38 In the Shrimps — Turtles case, the AB found that the US measure at hand constituted unjus- 
tifiable and arbitrary discrimination, although it did not discuss the term of disguised restric- 
tion. Verhoosel suggested that the EC — Asbestos case proposed to use the protective appli- 
cation theory developed by the Appellate Body in relation to Art. III:2, second sentence. 
GATT to interpret the phrase “disguised restriction” in the chapeau. According to the panel, 
though it was developed in relation to Art. I[l:4 GATT 1994, there is no reason why it should 
not be applicable in other circumstances where it is necessary to determine whether a measure 
is being applied for protective purposes. Verhoosel, National Treatment and WTO Dispute 
Settlement Adjudicating the Boundaries of Regulatory Autonomy (2002) 39. 
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negotiate co-operative regimes with other WTO members with the same diligence. 
Furthermore, a distinction was made between “efforts to negotiate” and “the obli- 
gation of conclusion of an international agreement”. The Panel and the AB found 
that the obligation of the United States was an obligation to negotiate (i.e. a serious 
good faith effort) but not the obligation to reach an agreement.*? 


A previous case, the Panel Report of 1991 United States — Restrictions on lm- 
ports of Tuna® (hereinafter Tuna — Dolphin), which had similar factual aspects in 
regard to the United States — Shrimps case, might shed some light in this respect.*! 
For the US legislation to pass the chapeau test, it would have to provide that any 
tuna, no matter what its origin, fished in such a way that prevents the high incidental 
taking of dolphins will have access to the US markets. The argument here would 
be that any discrimination between products originating in countries where the 
same conditions prevail is unjustifiable. 


From our study of the AB Reports that deal with the interpretation of the words 
at hand we may observe that out of five measures, three were considered to be 
“arbitrary and unjustifiable discrimination” while two others were not. We deduce 
that when a measure is taken in respect of all members, it is not considered “arbi- 
trary discrimination” or “unjustifiable discrimination” (as in the United States - 
Tuna, United States — Spring Assemblies cases). We could also conclude that a 
domestic measure must impose requirements on both domestic and foreign pro- 
ducers so as not to be considered “arbitrary or unjustifiable discrimination” (United 
States — Gasoline); and a measure will be “arbitrary discrimination” if it discrim- 
inates between products from countries where the same conditions prevail (7una 
~ Dolphin). \n the same way, if you impose a ban on some members, the fact that 
you negotiate with others a less restrictive measure is considered “arbitrary dis- 
crimination” (Shrimps — Turtles). In addition, we conclude that the term “disguised 
restriction” of trade has been the most obscure one as far as interpretation is con- 
cerned. As we stressed before, the AB did not discuss its meaning in the Shrimps 
~ Turtles Report.** As well, in the EC — Asbestos case,** the Panel indicated that 


8% World Trade Organization, Note by the Secretariat 8 March 2002, GATT/WTO Dispute Set- 
tlement Practice Relating to GATT Article XX, Paragraphs (b), (d) and (g), WT/CTE/203, 
Annex X, para. D 64. 

“0 The Panel Report was circulated in 1991 but not adopted, so it does not have the status of 
legal interpretation of GATT law. Under the present WTO system, if WTO members (meet- 
ing as the Dispute Settlement Body) do not by consensus reject a panel report after 60 days, 
it is automatically accepted (“adopted”). That was not the case under the old GATT. Mexico 
decided not to pursue the case and the panel report was never adopted even though some of 
the “intermediary” countries pressed for its adoption. Mexico and the United States held 
their own bilateral consultations aimed at reaching agreement outside GATT. Environment 
Disputes, Mexico ete versus United States: ‘Tuna — Dolphin’, http://www.wto.org/English/ 
tratop e/envir_e/edis04_e.htm (2006). 

41 The dispute did not concern the application of the chapeau but the similarities in facts might 
be useful. In Tuna — Dolphin, the US banned imports of tuna fished in a way where the 
incidental taking of dolphins was too high. 

42 When the AB addressed the issue in United States — Gasoline, it concluded that the term 
“disguised restriction” could actually include the concept of “disguised discrimination”. For 
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the measure at stake was not in conflict with the chapeau of Art. XX GATT. There 
was not an arbitrary or unjustifiable discrimination because the domestic measure 
analysed in this case could not lead to conclude any protectionist effect.44 It was 
also concluded that if the application of the measure is found to be discriminatory, 
it still remains to be seen whether it is arbitrary and/or unjustifiable between coun- 
tries where the same conditions prevail. Therefore, the determination of unjustifi- 
able discrimination of a measure will be dealt with separately from its arbitrari- 
ness.*> The criteria deduced by the AB for determining the unjustifiable character 
of a discrimination (United States — Shrimps) is the flexibility in the implementa- 
tion process of the measure at stake.*° The effort to negotiate or to make interna- 
tional agreements was considered as being part of the term “unjustifiable” by the 
AB Reports.*’ The AB also concluded that the rigidity and inflexibility of the ap- 
plication of the measure by the United States constituted “arbitrary discrimination” 
within the meaning of the chapeau.*® Regarding the concept “disguised restric- 
tion”, three criteria have been introduced by the Panels and the AB. To determine 
a disguised restriction on international trade, one must take into account the pub- 
licity test, the consideration of whether the application of a measure also amounts 
to arbitrary or unjustifiable discrimination and the examination of the design, ar- 
chitecture and revealing structure of the measure at issue.*? 

The aim of analysing the AB Reports is to find an interpretation of the chapeau 
of Art. XIV GATS and to apply our discoveries in the field of taxation. Up to the 
level reached now, several questions arise: does this mean that in the field of tax- 





the AB, the considerations taken into account when considering whether the measure 
amounts to “arbitrary or unjustifiable discrimination” may be taken into consideration for 
“disguised restriction” as well. Nevertheless, as the AB itself states, a concealed or unan- 
nounced restriction or discrimination in international trade does not exhaust the meaning of 
disguised restriction. United States — Gasoline 25. 

43 Report of the Appellate Body 12 March 2001, WT/DS135/AB/R European Communities — 
Measures Affecting Asbestos and Asbestos-Containing Products. 

44 World Trade Organization, Note by the Secretariat 8 March 2002, GATT/WTO Dispute Set- 
tlement Practice Relating to GATT Article XX, Paragraphs (b), (d) and (g), WT/CTE/203, 
Annex IX, para. D 56. 

45 World Trade Organization, Note by the Secretariat 8 March 2002, GATT/WTO Dispute Set- 
tlement Practice Relating to GATT Article XX, Paragraphs (b), (d) and (g), WT/CTE/203, 

ara. 66. 

i. World Trade Organization, Note by the Secretariat 8 March 2002, GATT/WTO Dispute Set- 

tlement Practice Relating to GATT Article XX, Paragraphs (b), (d) and (g), WT/CTE/203, 
ara. 73. 

sf World Trade Organization, Note by the Secretariat 8 March 2002, GATT/WTO Dispute Set- 

tlement Practice Relating to GATT Article XX, Paragraphs (b), (d) and (g), WT/CTE/203, 
ara. 69. 

48 World Trade Organization, Note by the Secretariat 8 March 2002, GATT/WTO Dispute Set- 

tlement Practice Relating to GATT Article XX, Paragraphs (b), (d) and (g), WT/CTE/203, 
ara. 74. 

49 World Trade Organization, Note by the Secretariat 8 March 2002, GATT/WTO Dispute Set- 
tlement Practice Relating to GATT Article XX, Paragraphs (b), (d) and (g), WT/CTE/203, 
para. 79. 
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ation, the fact a member country does not conclude DTCs (Double Tax Conven- 
tions) with other member countries would be seen as “arbitrary and unjustifiable 
discrimination™?*® What emerges from the WTO case law is that the chapeau of 
Art. XX GATT can be an independent legal basis to examine whether a national 
measure may be compatible with the obligations of the GATT.*! Nevertheless, 
questions regarding the meaning of the terms at stake here remain unsolved. The 
reason is that the Reports do not directly define the meaning of the key words. 
Further analysis in addition to the latter considerations should help us to fill in the 
meaning of the terms. 


2. Analysis of the Case Law 


In the analysis of the different domestic measures, the Reports followed a spe- 
cific approach in their proceedings: they establish a sequence of steps.*? In United 
States — Tuna it seems that the AB studied the question simultaneously, deciding 
that the measure did not fall within the scope of Art. XX (g) GATT® nor within 
the scope of the chapeau. In contrast, in United States — Spring Assemblies, for the 
first time the Panel regarded the application of the chapeau separately from the 
rest of the sub-paragraphs of Art. XX GATT. It found that the analysis of a domestic 
measure had to be two-fold. The first step would be to consider the measure at 
stake under the exceptions of the sub-paragraphs of Art. XX GATT. If the measure 
fell within the scope of the sub-paragraphs, then it was not necessary to see if it 
was consistent with the rest of the GATT.*4 In other words, if a measure was con- 
sistent with Art. XX GATT, then it was consistent with the entire GATT and further 
analysis (e.g. of the chapeau) was not necessary. Another main result of this case 
was that the Panel stated that it was the application of a measure and not the measure 
itself that needed to be examined.*° 


In 1996, the AB decided to caution more strongly against the application of the 
exceptions of Art. XX GATT.°° The case United States — Gasoline provided that 


‘© In the last section of our study, we bring up an analysis on this issue and try to answer this 
question. 

5! [t also highlights the manner in which such a domestic measure must be analysed by an AB 
or a Panel in order to check its respect to Art. XX and of the chapeau. 

52. World Trade Organization, Note by the Secretariat 8 March 2002, GATT/WTO Dispute Set- 
tlement Practice Relating to GATT Article XX, Paragraphs (b), (d) and (g), WT/CTE/203, 
paras. 9 et seq. 

53} Art. XX (g) GATT contains the exception relating to the conservation of exhaustible natural 
resources if such measures are made effective in conjunction with restrictions on domestic 
production or consumption. 

54 United States — Spring Assemblies para. 50. 

58 United States — Spring Assemblies para. 56. 

56 Hudec finds the attitude of the AB to be rather diplomatic: “Earlier GATT Panels had kept 
their distance from the language used in Gasoline, probably because they wished to avoid 
the more obviously judgmental sorts of decisions its very general language would seem to 
require. The Appellate Body had preferred to grasp that nettle rather than stretching the words 
in the main body of Article XX to accomplish the same result less openly”. Hudec, GATT/ 
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after a measure fell under the exceptions of the sub—paragraphs, it had to be ex- 
amined under the chapeau because the requirements are cumulative. Therefore, it 
stated how a domestic measure should be analysed under the chapeau by stressing 
two rules. 


First, the rule was setout in United States — Spring Assemblies that the applica- 
tion of a measure was to be examined and not the measure as such. The United 
States — Gasoline case leads to the conclusion that the chapeau is about the appli- 
cation of a measure and not about the consistency of the measure as such.*’ Con- 
sequently, when the WTO has to deal with the consistency of the application of a 
measure at stake, its adjudicating body will review the measure following a specific 
method: first, it will have to satisfy itself that the measure as such is WTO-con- 
sistent by reference to a particular sub-paragraph; and afterwards, it will analyse 
the chapeau.>*: >? As a result, the AB presented a two-tiered test under Art. XX 
GATT, as follows: 


“In order that the justifving protection of Article XX may be extended to it, the 
measure at issue must not only come under one or another of the particular excep- 
tions — paragraphs (a) to (j) — listed under Article XX; it must also satisfy the re- 
quirements imposed by the opening clauses of Article XX. The analysis is, in other 
words, two-tiered: first, provisional justification by reason of characterization of 
the measure under [one of the exceptions ]; second, further appraisal of the same 
measure under the introductory clauses of Article XX”. 
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Second, the words “arbitrary discrimination”, “unjustifiable discrimination” 
and “disguised restriction” must be read side-by-side so as to impart meaning to 
one another.°! In this, the AB relied on Art. 31 (1) of the Vienna Convention on 





WTO Constraints on National Regulation: Requiem for an “Aim and Effects” Test, Essays 
on the nature of international trade law (1999) 359 (381). 

‘7 In practice, the consistency of the measure will first be established by reference to a particular 
paragraph and consistency in the application of the measure will be established by reference 
to the chapeau. Mavroidis, Journal of World Trade 2000, 83. 

°8 Regarding the analysis of the measures under EC law, it must be noted that discrimina- 
tion merely can arise in case the application of a measure is discriminatory but the word- 
ing of a regulation itself is not enough to assume discrimination. This means that the 
consistency of the measure is to be analysed, as the AB stated in the Reports studied 
above, under EC law as well. It will therefore concern the application of a measure (like 
the WTO AB decisions) and the mere wording of a regulation will not be enough to 
deduce discrimination. As we stated regarding the consistency of the measure in the 
cases of the AB, the possible presence of the proportionality requirements in the para- 
graphs of Art. XX GATT should only relate to the proportionality of the measure as such 
and not the application of that measure. Peters, Capital movements and taxation in the 
EC, EC Tax Review 1998, 4 (10). 

59 However, a problem may arise when, in the first step, important information about the ap- 
plication of a measure is missing. If this happens, then it seems necessary to make the review 
beginning with an examination of the consistency of the measure as such. Mavroidis, Journal 
of World Trade 2000, 83. 

60 United States — Gasoline 20 et seq. 

61 United States — Gasoline 25. 
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the Law of Treaties: ° and concluded that the terms had to be read together and 
intepreted in the light of the purpose and object of avoiding abuses of exceptions. 
It added that the terms expressed the general principle of good faith.°* Though it 
may appear that it has not added anything, it nevertheless provides a rather broad 
definition of the words of the chapeau, saying that the text involved concepts that 
were not easy to separate and could overlap.®° Here lies the relevant input of this 
case. Namely, it asserted that it was important to consider the purpose and the object 
of the chapeau, which is the prevention of abuse of the exceptions.®° 


Whilst it might be true that the AB statements must be handled carefully,®’ we 
are of the opinion that the words refer to different realities. The meanings could 
overlap but we emphasize that they refer to different realities and must have dif- 
ferent meanings. Nevertheless, they have the same object and purpose and we agree 
that they should be analysed together and not separately. 


During its proceedings in Shrimps — Turtles, the AB applied the steps of the 
procedure outlined in United States — Gasoline. The AB held that first it was nec- 
essary to check whether the measure is compatible with a sub-paragraph of Art. XX 
GATT and only if the Art. XX GATT test has been complied with, would we pro- 
ceed to examine whether it could be justified under the terms of the chapeau.®* 
Our conclusion is that the compliance with the GATT (and to a certain extension, 
with the GATS) of any domestic measure at stake has to be considered in two steps: 
the analysis under the justifications and then, the checking of the chapeau. In this 
analysis, the consistency in the application of a measure must be the element to be 
considered under the chapeau. 


®2 Article 31 (1) VCLT provides “A treaty shall be interpreted in good faith in accordance with 
the ordinary meaning to be given to the terms of the treaty in their context and in the light 
of its object and purpose”. 

®’ This is drawn from the legislative history of the chapeau, though the AB’s basis for recourse 
to this supplementary means of treaty interpretation is unclear from its ruling. Involving the 
VCLT in this case could mean making a step forward in understanding the chapeau but, 
unfortunately, we do not think that it solves definitively the question of the meaning of the 
words. 

64 In United States — Gasoline the AB holds that “one of the corollaries of the “general rule of 
interpretation” in the Vienna Convention is that interpretation must give meaning and effect 
to all the terms of treaty. An interpreter is not free to adopt a reading that would result in 
reducing whole clauses or paragraphs of a treaty to redundancy or inutility”. United States 
~ Gasoline 23. 

65 Jt is arguable whether the overlap could lead to an erosion of the legitimate policy exception. 

6 United States — Gasoline 22. 

For instance, Krajewski states that as the relationship between the terms is not clear, and 

some conclusions of case law seem rather limited to the specific circumstances of the case, 

it should be handled carefully. Krajewski, National Regulation and Trade Liberalization in 

Services. The legal impact of the GATS on national regulatory autonomy (2003) 162. 

68 Once a measure satisfies the conditions set by one of the paragraphs of Art. XX, the Panel 
or the AB turns to the application of the introductory clause (chapeau) of Art. XX. World 
Trade Organization, Note by the Secretariat 8 March 2002, GATT/WTO Dispute Settlement 
Practice Relating to GATT Article XX, Paragraphs (b), (d) and (g), WT/CTE/203, para. 57. 
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3. Purpose of the Chapeau 


One of the most interesting aspects surrounding the meaning of the terms is 
certainly the purpose of the chapeau. We describe the purpose of the chapeau with 
attention to its three main objectives. 


In the first place, it responds to the fear of abuse of exceptions. During the 
negotiation process of the GATT, some states expressed their fear that the excep- 
tions provided would become the rule in the practice of the member countries. 
Their suggestion was taken into consideration and the chapeau appeared as a result 
of the wish of the member countries to limit the use of exception to strict and ex- 
ceptional cases. 


In the second place, the chapeau + objective is to avoid abuse of exceptions as 
stated in United States — Gasoline. In United States — Gasoline it is stressed that 
the purpose and object of the standards is to prevent the abuse of the exceptions 
of the sub-paragraphs of Art. XX GATT. WTO members have a large measure of 
autonomy to determine their policies but this autonomy is circumscribed by the 
need to respect the requirements of the GATT and the other agreements covered.” 


Nowadays, one cannot ignore that the commercial interests of states have im- 
portance not only for its own economy but also in regard to the foreign states. 
Experience shows that sometimes when a member country adopts a domestic reg- 
ulation this may have a negative impact on trade. States tend to misuse a domestic 
measure for protectionist purposes as very often foreign states have little or no 
representation in the political life of the State that enacts the measure.’° Therefore, 
the “object and purpose” involves the prevention of abuse of the exceptions, the 
maintenance ofa balance between the right of one member to invoke the exceptions 
and the rights of other members and the fact that the chapeau does not contain a 
standard for the measure but instead for its application. It is a very delicate task 
for policy-makers to reach a balance between the trade objectives, the legitimate 
regulatory claims of the state and the obligations under the Agreement. In the field 
of taxation, we must also consider the weight of traditional tax sovereignty of the 
members. 


In the third place, in the Report United States — Shrimps, the AB relies on an 
independent use of the words “arbitrary discrimination” or “unjustifiable discrim- 
ination” in connection with the notion of abuse of rights.’! The AB characterized 
the chapeau as expressing the requirement of good faith, which is a general prin- 
ciple in international law. The abuse of rights is prohibited as it is the opposite of 
good faith. Rights have to be exercised “reasonably”.’* To explain what this is, the 
AB quoted Bin Cheng’s general principle of law: “A reasonable and bona fide 





69 World Trade Organization, Note by the Secretariat 8 March 2002, GATT/WTO Dispute Set- 
tlement Practice Relating to GATT Article XX, Paragraphs (b), (d) and (g), WT/CTE/203, 
para. 18. 

70 Hudec, Essays on the nature of international trade law, 359. 

71 Desmedt, Proportionality in WTO Law, Journal of International Economic Law 2001, 441 
(474). 

72 Shrimps — Turtles, para. 158. 
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exercise of a right in such a case is one which is appropriate and necessary for the 
purpose of the right”.”> We understand that the abuse of rights is a concept more 
limited than the proportionality principle or at least different. It requires a balancing 
test which involves a comparison of conflicting interests with the purpose of find- 
ing an equilibrium between them: namely, a balance between the trade objectives, 
the legitimate state claims and the obligations under the agreements. 


As we established in the last paragraph, the object and purpose of Art. XIV 
GATS could be the same as the one of Art. XX GATT due to the identical wording 
of both provisions. We understand that the object and purpose is the prevention of 
abuse and that the prevention of abuse involves the maintenance of a balance.” 
The balance between the right of one member country to invoke the exceptions 
and the respect due to the rights of the other members. 


IV. The Meaning of “Arbitrary and Unjustifiable Discrimi- 
nation” and “Disguised Restriction” under Articles 30 and 
58 (3) EC and in Comparison with Article XX GATT 


Long before the AB of the WTO considered the chapeau of Art. XX GATT for 
the first time in 1996, the ECJ had already dealt with the interpretation of the terms 
“arbitrary discrimination” and “disguised restriction” several times. To take one 
example, the term “arbitrary discrimination” was not defined — and is still not de- 
fined — by the EC Treaty, but some conclusions may be drawn from the case law 
of the ECJ. We shall extract from their practice those elements that might help us 
to construe the meaning of the chapeau. Below, we present an interpretation of the 
terms and we analyse the impact of three principles of EC law (i.e. the discrimi- 
nation, proportionality and necessity principles) that influenced the ECJ when 
dealing with the concepts. 


In the original Maastricht Treaty,’> the fathers of the EC Treaty were inspired 
by the old Art. 36 ECT”® (now Art. 30 EC) which already included these words. 
The draftsmen recognized that at that time it was already questionable whether 
certain countries’ practice would be justified under the scope of the old Art. 73 
ECT and they introduced Art. 73 d (3). Member States wanted to limit situations 
in which too much room was given to the Member States in regard to the application 
of tax measures.”’ 


7 Shrimps ~ Turtles, paras. 156-158. 

74 We do not believe that this would mean that the object and purpose will be the maitenance 
of a balance; for us the object is the prevention of abuse which involves the maintenance of 
a balance. 

7S The provision referring to the movement of capital and including the concepts “arbitrary 
discrimination” and “disguised restriction” was included under old Art. 73 d (3) ECT. 

76 Also, the original Art. 36 ECT (now Art. 30 EC) entailed specific grounds justifying restric- 

tions on the free movement of goods. 

For example, a country prohibiting the physical movement of money in order to prevent tax 

fraud to countries having bank secrecy. 
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1. The Discrimination Principle 


It may be concluded from the case law of the ECJ that any discrimination is 
arbitrary if a different treatment of two individuals in a similar situation is not 
justified by objective reasons, irrespective of any intention to discriminate.’* Does 
this mean that an “arbitrary discrimination” is just a “discrimination” that cannot 
be justified? Some scholars believe that this is just a redundancy, and that a dis- 
crimination is always arbitrary.’”? The problem we face is that the term “discrimi- 
nation” itself has been subject of an intense debate among scholars for decades.*® 
Discrimination can arise when similar situations are treated differently or non- 
comparable situations are treated equally.*! It is also often defined as the different 
treatment of two similar situations or the equal treatment of two different situa- 
tions.*? In the Schumacker case,* discrimination was considered to arise through 
the applicaton of different rules to comparable situations. 


Until recently, the interpretation of the three concepts at hand in our study was not 
that clear in the ECJ case law.** The earliest cases concerning free movement of cap- 
ital®> did not use the term “arbitrary” when chracterizing discrimination. No mention 
was made of any restriction that could become “discriminatory”. In the landmark case 
Cassis de Dijon*® the ECJ admitted that in the absence of common rules, obstacles to 
the free movement of goods resulting from disparities between the national laws must 
be accepted and may be recognized as being necessary. The Bachmann*’ case went 





78 The requirement to justify discrimination on objective grounds is aimed at limiting the scope 
of a different treatment. In the field of the free movement of capital related to taxation, this 
will limit the scope of different tax treatment referred to under Art. 58 (1) (a) EC. 

1) Peters, EC Tax Review 1998, 11. 

80 Bater answers the question: What does discrimination mean in Community law? He states 
that a body of case law has established that discrimination is when similar situations may 
not be treated differently unless differentiation is objectively justified. He adds that the case 
law has also established that the different treatment of non-comparable situations does not 
lead automatically to the conclusion that there is discrimination, that an appearance of dis- 
crimination in form may correspond to an absence of discrimination in substance and that 
discrimination in substance consists of treating either similar situations differently or differ- 
ent situations identically. Finally, he also recalls that the ECJ has ruled that comparable sit- 
uations must not be treated differently and different situations must not be treated in the same 
way unless such treatment is objectively justified. Bater, Setting the Scene: The Legal Frame- 
work, European Taxation 2000, 8 (8). 

81 Peters, EC Tax Review 1998, 10. 

82 Van Thiel, The Prohibition of Income Tax Discrimination in the European Union: What does 
it mean?, European Taxation 1994, 303 (303). 

83 ECJ 14 February 1995, C-279/93 Schumacker [1995] ECR 1-00225. 

84 Kofler/Toifl, Austria’s Differential Treatment of Domestic and Foreign Intercompany Div- 
idends Infringes the EU’s Free Movement of Capital, European Taxation 2005, 232 (235). 

85 ECJ 23 November 1978, C-7/78 Regina v. Thompson and others [1978] ECR I-2247, ECJ 
11 November 1981, C-203/80 Casati [1981] ECR I-2593, ECJ 23 February 1995, C-358/93 
and C-416/93 Bordessa and others [1995] ECR 1-00361, ECJ 14 December 1995, joined 
cases C-163/94, C-165/94 and C-250/94 L.E. Sanz de Lera and others [1995] ECR I-4821. 

86 ECJ 20 February 1979, C-120/78 Rewe-Zentral AG [1979] ECR I-00649, para. 2. 

87 ECJ 28 January 1992, C-204/90 Bachmann [1992] ECR 1-00249. 
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a step further by pointing out that a possible justification of the restriction was 
the need to safeguard the cohesion of the tax system.** In the Avoir Fiscal®? 
case the ECJ ruled that the fact that the laws of the Member States on corporate 
income tax had not been harmonized could not justify discrimination” because 
the rights conferred by Art. 52 EC were found to be unconditional.?! The Man- 
ninen™ case also addressed that coherence of the tax system necessarily re- 
quired the certainty of a Member State that there was no less restrictive measure 
which was capable of safeguarding the coherence in question.” 


The conclusions of the Verkoiijen** case considered that when a measure of a 
Member State has a restrictive effect, the restriction cannot be justified by any 
overriding reason in the general interest such as the need to preserve the cohesion 
of a tax system.”> Along the same line of argument, the ECJ gave a ruling in Lenz”® 
where it stressed that although direct taxation falls within the competence of Mem- 
ber States, the latter must nonetheless exercise that competence consistently with 
Community law.®’ It emphasized that old Art. 73d (1) ECT has to be interpreted 
strictly” and that the derogation of Art. 73d (3) ECT led to a sound distinction: 
i.e. a distinction between unequal treatment, which is permitted under Art. 73d (1) 
ECT and arbitrary discrimination, which is prohibited by Art. 73 (d) (3) ECT. ! 
‘* When it is not possible to ensure the cohesion of a tax system by means of measures which 

are less restrictive than those at issue in the proceedings, it is justified to ensure cohesion 

and the measure or provision constituting a restriction of the freedom (e.g. the freedom to 

provide services) will not be contrary to the EC Treaty. ECJ 28 January 1992, C-204/90 

Bachmann [1992] ECR 1-00249, paras. 27, 28 and 35. 

*° In this case, the ECJ also stated that discrimination in regard to taxation practised in a Mem- 
ber State against branches and agencies with registered office in another Member State can- 
not be justified on the ground that they can escape any discrimination by choosing to set up 
a subsidiary. ECJ 28 January 1986, C-270/83 Commission v France [1986] ECR 1-00273. 

% ECJ 28 January 1986, C-270/83 Commission v France [1986] ECR 1-00273, para. 4. 

%! ECJ 28 January 1986, C-270/83 Commission v France [1986] ECR 1-00273, para. 5. It 
should be noted too that any argument based on the need to preserve the coherence of a tax 
system must be examined with regard to the aim pursued by a domestic tax measure in ques- 
tion according to the Lasteyrie du Saillant case law. ECJ 11 March 2004, C-9/02 Hughes de 
Lasteyrie du Saillant (2004] ECR 1-0000, para. 67. 

2 ECJ 7 September 2004, C-312/02 Manninen [2004] ECR 1-0000, para. 47. 

% The same was stated in the Commission v Belgium case. ECJ 28 January 1992, C-300/90 
Commision v Belgium [1992] ECR 1-00305, para. 20. 

% ECJ 6 June 2000, C-35/98 Verkoiijen [2000] ECR 1-04071. 

% This case also stated that the possibility granted to the Member States by old Art. 73 d (1) 
(a) ECT could be justified by an overriding reason in the general interest but an aim of a 
purely economic nature could not constitute an overriding reason in the general interest jus- 
tifying a restriction of a fundamental freedom guaranteed by the Treaty. ECJ 6 June 2000, 
C-35/98 Verkoiijen [2000] ECR 1-04071, paras. 43 and 48. 

% ECJ 15 July 2004, C-315/02 Lenz [2004] ECR 1-07063. 

9 ECJ 15 July 2004, C-315/02 Lenz [2004] ECR 1-07063, para. 19. 

% ECJ 15 July 2004, C-315/02 Lenz [2004] ECR 1-07063, para. 26. 

%® ECJ 15 July 2004, C-315/02 Lenz [2004] ECR 1-07063, para. 27. 

100 In the Manninen case the same statement was supported by the ECJ. ECJ 7 September 2004, 
C-312/02 Manninen [2004] ECR 1-0000, para. 29. 
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The ECJ concluded that the fact that revenue from companies (established in 
another Member State) was subject to low taxation in that state was not a justifi- 
cation. 


On account of the ECJ’s developments of the terms,!°! an arbitrary discrimi- 
nation has been considered in such cases where a measure was addressed only to 
non-nationals or foreign products and when there was no national equivalent meas- 
ure leading to the same result. In other words, if a Member State lays down restric- 
tions which apply solely to non-domestic products these restrictions do not lead to 
arbitrary discrimination when domestic products are subject to rules with an equiv- 
alent effect.!°? Discrimination is arbitrary if'a different treatment of two individuals 
in a similar situation is not justified by objective reasons, irrespective of any in- 
tention to discriminate.!9? 


The “disguised restriction” term, on the other side, is assumed in respect of the 
movement of capital if a restrictive measure disguised as a justified measure 
amounts to a restriction and operates like one. It is possible to think that this term 
adds very little to what has been observed under discrimination and what we will 
study under the proportionality test.! 


2. The Proportionality Principle 


The second sentence of Art. 30 EC is almost identical, textually speaking, to 
the chapeau of Art. XX GATT and XIV GATS. Bearing in mind the different char- 
acter of the two legal systems, EC/EU law on the one hand and WTO law on the 
other hand, we shall underline the importance of the proportionality test in EC law 
and its possible impact on the interpretation of the chapeau. There is considerable 
discussion among scholars regarding whether or not the second sentence of Art. 30 


101 The prevailing opinion suggests that they had a clarifying character among themselves. Van 
Thiel, European Taxation 1994, 235. 

102 Consequently, in the field of free movement of capital, this means that no specific require- 

ment can be laid down for non-residents if the residents are not subject to rules that lead to 

the same effect because if this was the case it would be “arbitrary discrimination”. Further- 
more, applied to the field of taxation an “arbitrary discrimination” would arise when a non- 
resident and a resident are in the same situation and the tax measure imposed on a non- 
resident would lead to a heavier tax burden than the tax burden of the resident. Peters, EC 

Tax Review 1998, 11 et seq. 

Sedlaczek points out that “arbitrary discirmination” does not mean “more” discrimination. 

He emphasizes that, read in the context of Article 58 (3) EC, arbitrary discrimination may 

not be understood to mean “more” discrimination but a different treatment of taxpayers who 

are in the same situation, despite the difference in respect to their place of residence or with 
regard to the place where their capital is invested”. Sedlaczek, Capital and Payments: The 
prohibition of discrimination and restrictions, European Taxation 2000, 14 (24 et seq.). 

104 Ror Sedlaczek, disguised restriction of the free movement of capital and payments is assumed 
if a restrictive measure disguised as a justified measure, however, only amounts to a restric- 
tion. For him as well, it is questionable whether “disguised restriction” adds something to 
the proportionality test that he considers inherent in Arts. 58 (1) (a) and 58 (1) (b) EC. Sed- 
laczek, European Taxation 2000, 28. 
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EC embodies the proportionality principle with its three steps or whether it only 
Operates as a prohibition of abuse of rights. !° 


_In EC law, the proportionality principle is one of the most important unwritten 
principles commonly invoked before the ECJ in challenging EU legislation. The 
proportionality principle could also play a significant role in WTO law but the AB 
of the WTO has never explicitly recognized that the chapeau of Art. XX GATT 
incorporates a proportionality principle.'° This is one of the differences with EC 
law, where ECJ case law has embodied in the second sentence of Art. 30 EC the 
principle of proportionality. Nevertheless, this does not mean that the principle 
may not be inferred from Art. XX GATT’s chapeau. This is precisely what is sub- 
ject to a very wide debate among scholars. !0” 


Sticking to the relevance that this question may have for the meaning of the 
chapeau, we must stress that in the field of the free movement of goods, “pro- 
portionate” means that any trade restriction or measure restricting the move- 
ment of goods (under EC law) aimed at protecting a policy goal has to be “pro- 
portionate”. In short, the ECJ’s proportionality test consists of three steps: ef- 
fectiveness,'** necessity!®? and proportionality stricto sensu.''® '!! What it ac- 
tually does in practice is to make a balance: a domestic measure or restriction 
pursues or aims at the protection of a value, there are benefits which arise from 
the protection of the value and the balance of both is considered. An example 
of balance involving the proportionality (and also the necessity) principle was 
given in a totally different context, i.e. in the Pike v Bruce Church case of the 
US Supreme Court.'!-''3 In another case, the Minnesota v Clover Leaf Cream- 
ery,''* a distinction was made between the absolute and the relative propor- 


'5 Neumann/Tiirk, Necessity Revisited: Proportionality in World Trade Organization Law after 
Korea-Beef, EC-Asbestos and EC-Sardines, Journal of World Trade 2003, 199 (205). 

106 Desmedt, Journal of International Economic Law 2001, 441. 

‘0’ De Bont emphasizes that for him, the old Art. 73 d (3) ECT consists of the principle of pro- 
portionality because without it, the procedures and measures can have consequences that go 
beyond the intentions of the scholars of the Treaty. De Bont, Taxation and the Free Movement 
of Capital and Payments, EC Tax Review 1995, 136 (140). 

‘OS To be effective, a measure has to be capable of fostering the realization of the legitimate 
policy goal. 

' Proportionality requires that policy measures are necessary to achieve the legitimate objec- 
tives at stake. 

10 The policy measures must be proportionate stricto sensu. 

''!) Neumann/Tiirk, Journal of World Trade 2003, 203 et seq. 

'!2 Supreme Court of the United States, Appeal from the US District Court for the District of 

Arizona, Pike v Bruce Church, Inc. 2 March 1970, 397 U.S. 137. 

The balance test in this case is generally considered as the test for non-discrimination ac- 

cording to which, a state measure is analysed first applying a variation of the necessity test 

(focusing on the interest that the measure aims to achieve) and then applying the proportion- 

ality test (it will be considered whether the measure does not pose an excessive burden on 

commerce, provided that the objective could not have been pursued with a less restrictive 
measure). Montini, The Nature and Function of the Necessity and Proportionality Principles 

in the Trade and Environment Context, Recie/ 1997, 121 (124). 

\14 Supreme Court of the United States, Certiorari to the Supreme Court of Minnesota, Minne- 
sota v Clover Leaf Creamery Co. 21 January 1981, 449 U.S. 456. 
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tionality test. The former focuses on the relationship between the restriction on 
commerce and the benefits pursued by the measure. The latter consists of a less 
trade-restrictive test. Both are considered to be cumulative.!!>: !!® 


Many scholars argue that the proportionality principle has nothing to do with 
the meaning of “arbitrary and unjustifiable discrimination” or “disguised restric- 
tion”. For instance, Neumann/Tiirk believe that we may only examine whether 
Art. 30 EC may be viewed as containing any proportionality language. We think 
that any consideration may lead to some other elements to be taken into account 
in order to find the meaning of the concepts. 


Furthermore, we shall also consider the “rule of reason doctrine”.!!’ This doc- 
trine started as such in the Cassis de Dijon case. Under the rule of reason, a 
restrictive measure can be justified only if the domestic measure aims at a legit- 
imate objective compatible with the EC Treaty and is justified by reasons of 
public interest.!!8 In other words, obstacles to the free movement of goods may 
be recognized as being necessary in order to satisfy mandatory requirements. '!” 
The condition is that the restrictive effect of the deviating national measure is an 
appropriate means for attaining such legitimate aim and its EC-trade restrictive 
effect is proportionate in relation to the aim pursued.'?° Is there any evidence of 
the proportionality requirement in the chapeau of Art. XX GATT at all? Well, if 
we look carefully at the United States — Gasoline and Shrimps — Turtles cases 
we will find that the AB balanced the legal duties of the party claiming the 
exception and the legal rights of the other parties concerned. It pointed out the 
fact that the United States chose the “heaviest weapon” to attain its policy goal. 
We consider that the answer must be affirmative. In fact, some scholars believe 
that in these two cases the AB introduced de facto a proportionality test stricto 
sensu into the chapeau of Art. XX GATT,'?! although others deny this interpre- 
tation. !?? : 


1S Montini, Reciel 1997, 125. 

116 In the context of the GATT, one could argue that the proportionality principle stricto sensu 
does not exist as such in the GATT but instead in the TBT Agreement of 1994. Montini, 
Reciel 1997, 129. 

We could summarize it by stating that all measures indistinctly applicable (obstacles to the move- 
ment of goods) will not breach Art. 30 EC provided that they satisfy one of the legitimate objec- 
tives or mandatory requirements (i.e. possible reasons of justification) recognized by the ECJ 
case law. ECJ 20 February 1979, C-120/78 Cassis de Dijon [1979] ECR 1-00649, para. 8. 

8 Kofler/Toifl, European Taxation 2005, 234. 

119 IBFD, International Tax Glossary (2005) 351. 

120 This can be seen as a balancing of the national public interest of the Member State pursued 
by the measure and the Community’s interest in safeguarding the free movement of goods, 
persons and services. Hinnekens, Compatibility of bilateral tax treaties with EC law. The 
rules, EC Tax Review 1994, 146 (150). 

Neumann/Tirk, Journal of World Trade 2003, 227-228. 

For example, Desmedt, Appleton and Mavroidis. Some also contend that in Shrimps — Turtles 
the AB came closer to the proportionality test than in the other cases. However, the AB in 
Desmedt’s view by no means refers to the proportionality principle. He points out that the 
AB linked its findings to the wording of the chapeau. 
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To recapitulate, despite the similarity with the second or last sentence of Art. 30 
EC, the chapeau of Art. XX GATT has not been recognized as embodying a self- 
contained proportionality test. Though WTO law may develop — like EC law — in 
this regard in the near future, there seems to be certain resistance to distilling a 
proportionality principle from the chapeau. So, the chapeau of Art. XX GATT, 
which solely related to the application of the measure, in our opinion does not in 
itself contain a proportionality requirement. However, the fact that it is not required 
does not preclude the AB from applying it. The AB’s interpretation of the chapeau 
seems to include a prohibition of arbitrary and unjustifiable measures regarding 
the purpose and object of the chapeau, which is the prevention of abuse of rights.!2° 


3. The Necessity Principle 


While the AB in the view of some scholars did not create any proportionality 
test, it is more questionable whether they applied the necessity test. In the Lenz 
case, the ECJ made a reference to the term “necessary”. The ECJ points out that 
the difference in treatment must concern situations that are not objectively com- 
parable for a measure to be regarded as compatible with the Treaty provisions or 
be justified by overriding reasons in the general interest (including the coherence 
of a tax system). It adds that the difference in treatment between different categories 
of revenue from capital must not go beyond what is necessary in order to attain the 
objective of the legislation.'?4 


The necessity test is a classic test also found in several GATT Panels concerning 
unilateral measures (usually aiming at environmental protection in relation to 
trade).'*5 

It was first addressed in the Thailand — Restrictions on Importation of and in- 
ternal taxes on cigarettes case (hereinafter Thai — Cigarettes)'?® where the Panel 
followed the interpretation given of the term “necessary” in another GATT Panel, 
United States — Section 337 of the Tariff Act of 1930 (hereinafter United States — 
Section 337).'*’ In the latter case, the Panel interpreted the term “necessary” in the 


‘23 In the United States - Gasoline and Shrimps — Turtles cases, the AB interpreted the chapeau 
to reflect the principle of good faith, including the prohibition of abuse of rights. Neumann/ 
Tiirk, Journal of World Trade 2003, 231. Some scholars, admitting a proportionality require- 
ment under Art. XX GATT, argue that this will in no case allow for a balance test of advan- 
tages resulting from “overall trading objectives” with advantages resulting from national 
policy objectives. We think that an extreme view on the issue might not allow development 
of the proportionality principle in the future. 

124 ECJ 15 July 2004, C-315/02 Lenz [2004] ECR 1-07063, para. 27. 

'25 The case law of these Panels has focused on the development of the concept of necessity 
contained in Art. XX (b) GATT and as this is not the topic of our study we will only refer 
to those aspects that are susceptible to help us in building up the meaning of the key words 
at hand. 

'26 Report of the Appellate Body 7 November 1990, DS10/R — 37S/200 Thailand — Restrictions 
on Importation of and Internal Taxes on Cigarettes. 

\27 Report of the Panel 7 November 1989, L/6439-36S/345 United States — Section 337 of the 


Tariff Act of 1930. 
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context of Art. XX (d) GATT.!28 The conclusion is that a member must choose, 
among the measures reasonably available, a measure which 1s consistent with the 
GATT provisions while when no measure consistent with the GATT is available, 
the measure which is the least inconsistent with GATT provisions. '”? Furthermore, 
in the EC — Asbestos case the AB examined whether the measure at stake was 
necessary and whether there was an alternative measure consistent with the GATT 
or less inconsistent with it.!3° The AB also used some elements of the necessity 
test in the analysis of the measures under Art. XX (b)!3! GATT in the United States 
— Gasoline case.'3 


In the Agreement on Technical Barriers to Trade (hereinafter TBT Agreement) 
the necessity test was said to be a preliminary test of reasonableness which must 
fulfil a legitimate objective: “technical regulations shall not be more trade-restric- 
tive than necessary to fulfil a legitimate objective, taking account of the risks non- 
fulfilment would create’”.!33- !34 In the US federal system, the necessity principle 
is expressly indicated in the case law of the Supreme Court (e.g. the Pike v Bruce 
Church case) as the “prerequisite that a State measure must possess in order to 
legally impose a burden on interstate commerce”.'*° 


This “necessity principle” establishes that the sub-paragraphs exceptions 
(Art. XX GATT) have to be used only when no other alternative exists. We under- 





128 Art, XX (d) GATT contains the exception relating to the necessity to secure compliance with 
laws or regulations which are not inconsistent with the provisions of this Agreement, includ- 
ing those relating to customs enforcement; the enforcement of monopolies operated under 
paragraph 4 of Article II and Article XVII, the protection of patents, trade marks and copy- 
rights, and the prevention of deceptive practices. 

129 Montini, Reciel 1997, 122. 

130 Tp other words, “necessity” in the context of Art. XX (b) GATT was defined as to mean that 

no other alternative exists to the domestic measure adopted by the member country but it 

was not interpreted as simply “needed”. United States — Gasoline confirmed this interpreta- 
tion in the context of Art. XX (b) GATT. In EC — Asbestos it ruled that one aspect of the 
weighing and balancing process comprehended in the determination of whether a WTO- 
consistent alternative measure is reasonably available is the extent to which the alternative 
measure contributes to the realization of the end pursued. World Trade Organization, Note 
by the Secretariat 8 March 2002, GATT/WTO Dispute Settlement Practice Relating to GATT 

Article XX, Paragraphs (b), (d) and (g), WT/CTE/203, Annex IX, para. D 58. 

Art. XX (b) GATT contains the exception relating to the necessity of protecting human, an- 

imal or plant life or health. 

132 “The inconsistent measures for which the exceptions were being invoked were necessary to 
fulfil the policy objectives”. World Trade Organization, Note by the Secretariat 8 March 
2002. GATT/WTO Dispute Settlement Practice Relating to GATT Article XX, Paragraphs 
(b), (d) and (g), WT/CTE/203, para. 13. 

133 Agreement on Technical Barriers to Trade of 1994, Art. 2 (2) provides that: “Members shall 
ensure that technical regulations are not prepared, adopted or applied with a view to or with 
effect of creating unnecessary obstacles to international trade. For this purpose, technical 
regulations shall not be more trade-restrictive than necessary to fulfil a legitimate objective, 
taking account of the risks non-fulfilment would create [...]”. 

134 This phrase is likely to introduce a certain form of the proportionality principle in the GATT 
context. Montini, Recie/ 1997, 123. 

135 Montini, Recie/ 1997, 128. 
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stand the term “alternative” in the sense that the country could not employ any | 


other measure which would not be inconsistent with the provisions of the GATT 
to pursue its policy objectives. The AB used certain elements of the necessity test 


although the term “necessary” is not part of the chapeau.'*° In the United States —— 


. 


Gasoline case, the AB considered that the United States had had two preferable | 


alternatives to the measure adopted.'!3? The AB did not use a strict necessity test 
there but it used some elements of the classic necessity test.!*5 


It is very interesting to note that the necessity and the proportionality tests ac- 
cording to the interpretation given by the US Supreme Court, the ECJ and the 
GATT/WTO Panels could lead to three instead of two principles:'*? namely, the 
necessity test, the proportionality test, and the “least/less restrictive” principle. A 
measure at stake should pursue a legitimate objective and must be indispensable 
to achieve the goal; it must be the least restrictive measure reasonably available to 
the state to achieve the goal, and a balance between the restriction imposed on trade 
and the potential benefits of the measure must be considered, '4° 


V. Results of Interpretation 


Taking into account all our general conclusions from what has been said above, 
we will advance here our proposed definitions of the three terms at stake, 


Our preliminary consideration is that we assume that the words must be read 
side-by-side. Though they could overlap, they refer to three different realities. This 
is the case because we take into consideration the fact that Art. 30 EC refers to 
“arbitrary discrimination or disguised restriction” and that the GATT and GATS 
also refer to “arbitrary or unjustifiable discrimination (...) or disguised restric- 





‘8° This approach could seem questionable. Neumann/Tiirk, Journal of World Trade 2003, 230. 

'5? United States ~ Gasoline 25. Moreover, in this case the Panel underlined that the task was 

not to examine the environmental objectives of the policy but rather the measure used for 

pursuing it. World Trade Organization, Note by the Secretariat 8 March 2002, GATT/WTO 

Dispute Settlement Practice Relating to GATT Article XX, Paragraphs (b), (d) and (g), WT/ 

CTE/203, para. 17. 

The AB did suggest that certain measures may be unjustifiable, if there has not been an effort 

to solve the underlying dispute through cooperation. But what it did according to Neumann/ 

Tiirk was to consider the necessity test in such a manner that it consisted merely of an indi- 
cator for the application of the terms “arbitrary” and “unjustifiable” within the chapeau. In 
other words, Neumann/Tiirk are convinced that a necessity test in the chapeau would have 
assumed the existence of words that do not exist in the chapeau, and the fact that the dis- 
crimination was held to violate the chapeau (since it was not necessary) shows that the ne- 
cessity test was only there to indicate, to lead to the conclusion, a mere “indicator of legality”. 

This would not add additional legal value to the chapeau of Art. XIV GATS. Neumann/Tiirk, 

Journal of World Trade 2003, 228. 

139 Montini, Recie/ 1997, 128. 

'40 The “leasv/less restrictive principle” is considered by Montini to be included in the necessity 
test in the GATT/WTO system and in the proportionality test in the US and EC systems: for 
instance, in the Thai — Cigarettes case and the Pike v Bruce Church cases. In the EC system, 
even though it is not mentioned in the EC Treaty, the ECJ often applied the principle under 
the proportionality principle but it did not recognize it as such. Montini, Reciel 1997, 128. 
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tion”. To us, this means that the three concepts could overlap but have different 
meanings (otherwise, they would not have been mentioned). This also means that 
the chapeau has unity. It is a rule composed of three elements, but where the vio- 
lation of one will lead automatically to the violation of the chapeau. That is to say, 
the three of them compose the chapeau and the rule is the chapeau as a whole. 
However, to violate the chapeau a measure could breach one of its different ele- 
ments. Thus, if it is considered to be “arbitrary discrimination” and nota “disguised 
restriction” the consequence is a “violation of the chapeau” and therefore the meas- 
ure will not be justified under the GATT or GATS.'*! This could happen if we 
believe that the three concepts refer in fact to three different realities and must be 
defined, interpreted and applied as three different issues even though forming part 
of the same chapeau.'!” 


Our second consideration is who bears the burden of proof. We must pay at- 
tention to who bears the burden of proof that a discriminatory measure (justified 
under the sub-paragraphs of Art. XX GATT/XIV GATS) does not constitute an 
abuse of the exceptions (i.e. is in accordance with the chapeau). The burden of 
proof rests on the party invoking the exception as set out in United States — Gaso- 
line.'43 One might consider that demonstrating this is a heavier task than showing 
that an exception is applicable to the measure at issue.'** It is up to the member 
countries to show that the contested measure is effective, necessary and not dis- 
proportionate to the goal pursued.'*> The burden of proof goes to the country claim- 
ing the exception. 


We will now distinguish their definition, their interpretation and their applica- 
tion. As far as the interpretation is concerned, we are convinced that the interpre- 
tation of the chapeau as a whole must involve its object and purpose: 1.e. the pre- 
vention of abuse of rights. As we concluded in our study, the prevention of abuse 
of rights involves and requires a balance between the trade objectives, the state’s 
legitimate claims and the argeements’ obligations. 


In respect to the definition of the terms, concerning the measures and also the 
steps to be made in the analysis of the measures, we have developed the following 
diagram: 


Suppose we have a domestic measure and we must analyse whether it falls 
within the scope of the chapeau. According to the settled case law we have looked 





14 


We deduce this from the use of the coordinating conjunction “or” that is used to express 

alternatives, that the statements are equivalent. 

142 See Picture N°2. 

143 The AB stated this in the United States — Gasoline case: “The burden of demonstrating that 
a measure provisionally justified as being within one of the exceptions set out in the indi- 
vidual paragraphs of Article XX does not, in its application, constitute abuse of such excep- 
tions under the chapeau, rests on the party invoking the exception. That is, of necessity, a 
heavier task than that involved in showing that an exception, [...] encompasses the measure 
at issue”. United States — Gasoline 21 et seq. 

144 Tsenbaert, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 188. 

145 At least under EC law as it has been established by the ECJ 28 February 1984, C-247/81 

Commission v. Germany [1984] ECR I-1111, para. 7. 
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Domestic Measure —> Discrimination <—> Justification? <—> Arbitrary? 


{ { { 


Different Treatment? Sub-Paragraphs Chapeau 





at in the first part of this study,'*¢ a measure must first be considered under the 
sub-paragraphs of Art. XX GATT to see whether it is justified or not. This means 
that at the very starting point of the analysis of a measure, the measure is first 
analysed under the exceptions before being analysed under the chapeau (which is 
the exception to a previous exception). If a measure, for example, distinguishes 
between the origin of a producer or makes distinctions where the same conditions 
prevail, the measure is discriminatory. A Panel would examine whether the meas- 
ure is justified. In other words, from the very beginning of any analysis under the 
sub-paragraphs, a measure is a/ready discriminatory and its justification is sought. 
Discrimination is understood here as a different treatment of two similar situations 
or as an equal treatment of incomparable situations. It is discriminatory, but it can 
still be justified under the general exceptions of the sub-paragraphs of Art. XX 
GATT or XIV GATS. However, it could still “not be allowed” under the chapeau. 
The analysis of the chapeau could lead to consider a discriminatory measure that 
is justified by the sub-paragraphs either allowed (then it will be saved by the cha- 
peau) or not allowed (and therefore, forbidden). !47 


To deal with the chapeau, we have developed the following diagram: 


ARBITRARY DISCRIMINATION 
Necessity Test + Less-Restrictive Test 





VIOLATION OF THE 
CHAPEAU 





UNJUSTIFIABLE DISCRIMINATION DISGUISED RESTRICTION 
Proportionality Test + Balance Test Protectionist Effect Test 


'46 See section III.1. 
47 United States — Gasoline, United States — Shrimps, EC — Asbestos. 
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Under the chapeau, as we have said before, there are three concepts. The vio- 
lation of any of them will lead to the violation of the entire chapeau. But as we 
explained above, each concept — in our opinion — refers to a very distinct reality. 


To consider whether a discriminatory and justified measure is “arbitrary dis- 
crimination” we shall apply the necessity test and the less-restrictive test. The main 
problem we face is the criticism that the chapeau does not contain the word “nec- 
essary” but as we have seen, the necessity test or some elements of it have been 
used by the AB in the Reports studied so we consider that it is fair to introduce it 
as an element in analysing a measure. Under the necessity test, we will check 
whether the measure was “reasonably available”. If the answer is yes, then it is 
necessary and not arbitrary. We will also consider the less-restrictive test. As the 
TBT Agreement stated, the measure should not be more trade-restrictive than nec- 
essary. 


In other words, the definition we propose of “arbitrary discrimination” is: 


A justified discriminatory measure is considered to be “arbitrary discrimination” 
when it is not considered reasonably available under the necessity test and when 
it is considered more trade-restrictive than necessary. 


To consider whether a justified discriminatory measure is “unjustifiable dis- 
crimination” we apply the proportionality and the balance tests. As we discussed 
at the beginning of this section, the chapeau must always be interpreted in the 
context of its object and purpose, which is the prevention of abuse of exceptions. as 
For us, this involves a balance. But when we stated this it had to do with the inter- 
pretation of the chapeau. Here, we are dealing with the definition of the chapeau, 
and we have decided to include the balance test in its definition because we believe 
that it is an essential part of it. As far as the proportionality test is concerned, we 
are not saying that a proportionality test has been introduced in the chapeau: we 
have discussed and proved that there is a sound debate on the issue and that the 
proportionality test has not yet been included by the AB.'*” We also pointed out 
that there is resistance among scholars to including it. However, what we are saying 
is that it will be easier to analyse the chapeau if the proportionality test is included 
as well as to understand its meaning. In this sense, the balance test refers to the 
fact that the measure at stake must aim at preventing the abuse, and it must respect 
the principle of good faith.'*° The proportionality test will involve the balance be- 
tween the trade objective, the state’s legitimate aim (i.e. the justification under the 
sub-paragraphs) and the agreement obligations. In other words, our proposed def- 
inition of the term “unjustifiable discrimination” is: 





148 United States — Gasoline 22-23. 

149 Desmedt, Appleton and Mavroidis consider that the AB did not introduce the proportionality 
test de facto while Neuman/Tiirk do. 

150 In the United States — Gasoline case the terms at hand are considered to express the general 
principle of good faith; what we do is to introduce this as part of the proportionality test 
because we believe that the measure used must be in proportion with its objective aim and, 
to us, this could lead to the appreciation of the general principle of good faith. United States 
— Gasoline, 23. 
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A justified discriminatory measure is an “unjustifiable discrimination” when it 
abuses or violates the principle of good faith and when it Jails the balance test 
between the trade objective pursued, the legitimate aim invoked by the State as 
Justification and the obligations the State has under the agreement. 


To consider whether a justified discriminatory measure is a “disguised restric- 
tion”, we have to apply the protectionist effect test. We have seen that in the move- 
ment of capital, a measure is a disguised restriction when the justification amounts 
to a restriction and operates like that. We have seen that governments are free to 
establish new conditions of competition in their own market through regulatory 
intervention.'*! When governments intervene, they should establish with clarity 
the new competitive conditions. We do not think that this forms part of the term 
“arbitrary discrimination”.'*? Instead, we believe that the analysis of “disguised 
restriction” involves whether the state has imposed or not in a clear and precise 
manner the competitive conditions when it intervened. Our proposed definition of 
the term “disguised restriction” is: 


A discriminatory but justified measure is considered “disguised restriction” when 
the measure does not impose in a clear and precise manner the new competitive 
conditions that governments have the right to establish when they intervene in their 
domestic market.!*3 


VI. Case Studies for Violating the Chapeau of Article XIV GATS 
in Tax Matters 


As far as the application of the chapeau is concerned, some problem areas might 
arise also for tax matters, especially in regard to Art. XIV GATS. But this chapter 
does not intend to provide a complete list of possible problem areas which may 
arise such as national tax law issues. Taking into account the fact that Art. XIV (d) 
and (e) would apply in tax matters,'*4 we intend to analyse two case studies in- 
volving taxation: the negotiation of DTCs and source-based taxation. Other exam- 
ples or other questions could arise. For instance, we could also consider the dif- 





'S! As we have seen regarding United States — Tuna and Shrimps — Turtles. 

'S2 By way of contrast, Cappadona states that discrimination might be arbitrary whenever the 
provision does not establish clear and precise rules of competition and unjustified whenever, 
without any justified reason, the treatment reserved to the products of a country was different 
from the treatment reserved to the same products of another country. Moreover, it is also 
pointed out that the principle “necessary” has to be interpreted as requiring that the discrim- 
inatory measure is essential in order to achieve the purpose of the same measure which has 
to fall within the scope of one of the exceptions; and “proportional” in the sense that there 
must be a balance between the purpose of the measure and the restriction of the freedom of 
trade. Cappadona, National Report Italy, in Lang/Herdin/Hofbauer (eds.) W7O and Direct 
Taxation, 423 (436). 

We believe that this definition includes the “publicity test” and other criteria put forward by 
the WTO Secretariat in: World Trade Organization, Note by the Secretariat 8 March 2002, 
GATT/WTO Dispute Settlement Practice Relating to GATT Article XX, Paragraphs (b), (d) 
and (g), WT/CTE/203, para. 79. 

'54 Kumar, Scope of Art. XIV :d and Art. XIV:e of GATS (in this book). 
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ferences in granting tax advantages to residents that pass the shareholder tests (un- 
der limitation on benefits clauses) or the privileges of a 0% withholding tax on 
dividends. Answering those questions and similar questions in the framework of 
the WTO might create more problems than it would solve. Underlying all these 
questions, there are of course policy issues. We believe the WTO bodies will avoid 
assuming the task of remodelling the worldwide tax treaty network. 


1. The Negotiation of DTCs 


First, we must decide whether the chances that the chapeau of Art. XIV GATS 
is invoked before an AB with regard to DTCs are high or not. The possibility seems 
remote.'°> Abuses will very rarely appear in DTC negotiations. When a member 
country enters into negotiations on a DTC, it is simply exercising its tax sover- 
eignty. Because tax treaties are not multilateral but bilateral,!>° they can reflect any 
type of differences agreed among the parties in the negotiation.'°’ The opposite 
could lead to a chaos in the worldwide tax treaty network. Commissioner Scrivener 
stated, for example, that the European Commission welcomes the contract freedom 
of the Member States to pursue their individual treaty policy to improve their com- 
petitive position.!>8 She recalled that the Member States are free to enter into priv- 
ileged treaty negotiation as long as they respect the tax discrimination prohibition 
of the EC Treaty.!°? 


Second, what would happen if the chapeau (as explained in the preceding sec- 
tion) is invoked before an AB with regard to DTCs? Suppose that one WTO mem- 
ber country repeatedly requests the negotiation of a DTC to another member coun- 
try that does not wish to negotiate one and there is no real economic motivation 
(or maybe there is on/y an economic motivation). To consider whether this might 
be a violation of the chapeau, we will apply our theoretical definitions set up in 
the preceding chapter of this study. 


There will be discrimination because the member country that refuses to nego- 
tiate has negotiated with other member countries. Before analysing this in respect 
of the chapeau, an analysis should be made regarding the sub-paragraphs of 
Art. XIV (d) or (e) GATS.!© Let us assume it passes the justification and it is jus- 


15S Tsenbaert, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 189. Hintsanen, in 
Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 268. 

156 Pitsilis/Stougiannou, National Report Greece, in Lang/Herdin/Hofbauer (eds.) WTO and Di- 
rect Taxation, 341 (370). 

157 As Hintsanen points out: “The fact that all the WTO members are free to negotiate and 
conclude tax treaties on the basis of reciprocity in my opinion actually does away with the 
unjustified and/or arbitrary nature of the tax treatment differences that stem from the fact 
that some of the members have concluded tax treaties and some have not’. Hintsanen, in 
Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 268. 

158 Written Question No. 2047/90 by Mr Gijs de Vries to the Commission of the European Com- 
munities about the US Federal Excise Tax. Official Journal 15 April 1991, No. C 098, 0030. 

159 Hinnekens, EC Tax Review 1994, 151. 

160 Kumar, Scope of Art. XIV:d and Art. XIV:e of GATS (in this book). 
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tified under the sub-paragraphs of Art. XIV GATS. At the stage of the chapeau, 
under “arbitrary discrimination”, we would consider whether the refusal to nego- 
late Was a measure reasonably available. If the member country puts forward the 
argument that this attitude responds to different economic realities then it will be 
likely to pass this test. Was there any other less restrictive measure than not nego- 
tiating with the other member country? We believe that the member country could 
enter into any other type of cooperation (i.e. exchange of information such as fre- 
quently happens in respect of tax havens). The fact that the member country does 
not enter into negotiations on tax treaties but makes efforts of cooperation leads to 
the conclusion that it was not an arbitrary discrimination. In contrast, when it nei- 
ther negotiates nor makes efforts of cooperation, then it will be “arbitrary discrim- 
ination”. Will this attitude also be considered “unjustifiable discrimination”? If the 
member country makes no efforts to cooperate, then it is not respecting the prin- 
ciple of good faith. To see whether it abuses its tax sovereignty (which is a right), 
we must look at the balance between the trade objective (or in this case, the eco- 
nomic motivation, if any), the tax sovereignty of the State (its claim) and the ob- 
ligations under the agreement (here, it will be the MFN obligation). We believe 
that the balance between the three items will be achieved in a theoretical way by 
saying that the member country must negotiate but, taking into account the realities 
of the economic tax treaty network and the weight that tax sovereignty has, it seems 
rather remote that the actions of member country would fall under “unjustifiable 
discrimination”. Tax sovereignty is as such a sufficient reason that legitimizes the 
behaviour of the state. Under the concept of “disguised restriction”, we would an- 
alyse whether there is or is not a protectionist effect: that is to say, whether the non- 
negotiation reflects in a clear and precise way the new competitive conditions that 
governments have the right to establish. Obviously, member countries have the 
right to negotiate as such and this involves competition between the different tax 
systems; thus, we do not believe that a “disguised restriction” could take place in 
this respect. 


Because of all this, we consider that not only does it seem remote that a similar 
case will be brought before AB under Art. XIV GATS but we also conclude that 
it is not easy to see how a different treatment will be considered an abuse of a 
member's right to conclude a DTC, 


To deny the right of countries to take into consideration these particularities is 
to deny the appropriateness of a long-standing treaty practice conducted with the 
assistance of the OECD and the UN. 


2. Source-Based Taxation 


Quid if a source-based tax system was invoked? Let us put forward another 
theoretical example, namely source-based taxation. Assume that we have a service 
provider which is a non-resident and bears more taxes than residents. Imagine that 
she is not covered by a tax treaty so her taxes paid are not credited or exempted. 
Source-based taxation would seem to lead to a barrier to the free provision of serv- 
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ices. Now, suppose as we did before that the source-based taxation measure is con- 
sidered a justified discrimination (under the sub-paragraphs of Art. XIV GATS and 
according to the definition of discrimination that we have given). When we turn 
to analyse this measure under the chapeau, we will see that this is not a reasonable 
measure. So it is likely to fail to be a justification under the necessity test and will 
be considered “arbitrary discrimination”. The same would happen under the less- 
restrictive test as there would be less restrictive measures, such as considering some 
kind of compensation or even a credit for one part of the taxes paid abroad, for 
example. It would also fall under the scope of “unjustifiable discrimination” as the 
balance test could not be passed, either. It seems that there is an abuse of the tax 
sovereignty in this measure. Unless the state has established clearly the reasons 
that motivate this difference in treatment and has also precisely pointed out the 
competitiveness conditions that favoured the discrimination, we would tend to say 
that this source-based taxation will also be a “disguised restriction” with a protec- 
tionist effect. 


VII. Conclusions 


Some measures have been considered to be “arbitrary and unjustifiable dis- 
crimination” under various ABs of the WTO when they permitted different treat- 
ment in respect of the origin of the products. For example, in the Tuna — Dolphin 
case a discrimination between products from countries where the same conditions 
prevailed was considered to be “unjustifiable discrimination”. In United States — 
Gasoline it was stated that the three words had to be read side-by-side according 
to Art. 31 (1) VCLT. They must be interpreted in the light of their purpose and 
object which is the prevention of abuse of exceptions by the member countries. It 
appears to us that the prevention of abuse involves maintaining a balance (which 
is a very delicate task for policy makers). The balance must be between the trade 
objectives, the state’s legitimate claims and the agreement obligations. We sup- 
ported this by recalling that in United States — Shrimps it was stressed that the 
words had independent meanings and that abuse of rights was more limited than 
the proportionality test and involved the balance test. 


With regard to the three different principles suggested by the ECJ under the 
interpretation of the EC Treaty, we noted that there was a far-reaching discussion 
among scholars whether Art. 30 EC embodied the proportionality principle or not. 
The real solution was given, however, in a totally different scope, in the Pike v 
Bruce Church case of the US Supreme Court where it was stated that a state meas- 
ure had to be analysed in respect of the necessity test and then in respect of the 
proportionality test to see whether it was discriminatory or not. The less-restrictive 
test was also applied as part of the relative proportionality test in the Minnesota v 
Clover Creamery case. As far as the proportionality is concerned, we emphasized 
the debate according to which scholars doubt that there is a proportionality test in 
the chapeau of Art. XX GATT. We believe, however, that even though it seems 
remote that this is the case, it could be easier if it was at least taken into consider- 
ation when analysing a measure under the chapeau. We do not say that the chapeau 
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contains the test and we do not say that the AB has introduced it de facto but we 
do believe that it is a very interesting element of comparison and that the analysis 


of a domestic measure should take it into account. The same consideration was . 


made in respect of the necessity test, whose contents derive from the TBT Agree- 
ment and from the considerations made by the AB (though the AB did not introduce 
it in the chapeau, it used some necessity elements in its case law). 


We defined the term “arbitrary discrimination”: 


A justified discriminatory measure is considered to be “arbitrary discrimination” 
when it is not considered reasonably available under the necessity test and when 
it is considered more trade-restrictive than necessary; 
and also, the concept “unjustifiable discrimination”: 


A justified discriminatory measure is an “unjustifiable discrimination” when it 
abuses or violates the principle of good faith and when it fails the balance test 
between the trade objective pursued, the legitimate aim invoked by the State as 
justification and the obligations the State has under the agreement; 

and finally the term “disguised restriciton”: 


A justified discriminatory measure is considered “disguised restriction” when the 
measure does not impose in a clear and precise manner the new competitive con- 
ditions that governments have the right to establish when they intervene in their 
domestic market. 


We then stated that any measure had to be considered first under the sub-par- 
agraphs before coming into the chapeau analysis. Under the chapeau, we empha- 
sized that there were three elements but that violation of the chapeau should be 
seen to occur as if the chapeau was a unique rule. 

Under the case studies pointed out in the field of taxation, we have come to the 
conclusion that any questions relating to the negotiation of double tax conventions 
are very delicate and are likely to fail under the chapeau (that is, they will still be 
considered as being justified). In contrast, source-based taxation could — theoret- 
ically — be likely to lose its justification but in practice tax sovereignty will play a 
very important role and its weight will be decisive. The other questions would lead 
to a breaking down of the tax treaty network, a distortion of the economic reality 
of the world and would in general lead to more problems than it would solve. 


212 


Scope of Art. XIV:d and Art. XIV:e GATS 


Sushil Kumar 


I. Introduction 
1. MFN Clause of the GATS and Direct Taxes 
2. NT Clause of the GATS and Direct Taxes 
II. Direct Tax Carve-Outs in the MFN Clause of the GATS 
. Measures Based on DTC 
. Are all deviations covered? 
. Are all Provisions of a DTC Covered? 
. Provisions on Aavoidance of Double Taxation in any other International 
Agreement or Arrangement 
5. Deviations not Covered by the Chapeau of Art. XIV 
III. Direct Tax Carve-Outs in the NT Clause of GATS 
1. Equitable or Effective Imposition or Collection of Taxes 
2. Taxation of Foreign Taxpayers 
IV. Unilateral Measures 
V. Conclusion 


BRWN— 


Z13 





Scope of Art. XIV:d and Art. XIV:e GATS 





I. Introduction 


1. MFN Clause of the GATS and Direct Taxes 


Like Art. | GATT, Art. If GATS provides for a MFN clause. It states that “each 
Member shall accord immediately and unconditionally to services and service sup- 
pliers of any other Member treatment no less favourable than that it accords to like 
services and service suppliers of any other country”. The term “service” includes 
any kind of services. It also includes the production, distribution, marketing, sale 
and delivery of a service.'! Exempt are services which “are supplied in the exercise 
of governmental authority”.* Exceptions to the MFN obligations under the GATS 
include country-specific MFN exemptions that members have listed in their sched- 
ules, but their phasing out is now under negotiation. A notable difference, however, 
between the GATT and the GATS in respect of the MFN principle is that it contains 
certain direct tax carve-outs based on the provisions of bilateral tax treaties for 
avoidance of double taxation or similar treaties. Such a provision is contained in 
Art. XIV:e GATS. 


2. NT Clause of the GATS and Direct Taxes 


Unlike the GATT, the GATS does not contain a National Treatment (NT) obli- 
gation that applies immediately to all members and all services sectors. It merely 
provides the possibility for members to commit to a national treatment obligation 
on a selective basis by undertaking specific national treatment commitments in 
their respective schedules of commitments, i.e. Art. XVII GATS. It states that 
“each Member shall accord to services and service suppliers of any other Member, 
in respect of all measures affecting the supply of services, treatment no less fa- 
vourable than that it accords to its like services and service suppliers”.* However, 
there has been a horizontal effort to carve a series of possible domestic measures 
based on internal tax laws out of the scope of the GATS’ national treatment obli- 
gations. This has been provided for in Art. XIV:d GATS. 


II. Direct Tax Carve-Outs in the MFN Clause of the GATS 
Art. XIV GATS contains provisions with general exceptions. It states that — 


“Subject to the requirement that such measures are not applied in a manner which 
would constitute a means of arbitrary or unjustifiable discrimination between coun- 
tries where like conditions prevail, or a disguised restriction on trade in services, 
nothing in this Agreement shall be construed to prevent the adoption or enforcement 
by any Member of measures: 





1 Art. XXXVIII (b) GATS. 
2  Avt. GATS. 
3 Art. XVII:1 GATS. 
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(e) inconsistent with Article Il, provided that the difference in treatment is the result 
of an agreement on the avoidance of double taxation or provisions on the avoidance 
of double taxation in any other international agreement or arrangement by which 
the Member is bound.” 


Art. X1V:e GATS thus provides that nothing should prevent the adoption or 
enforcement by any member of measures that are inconsistent with Art. Il GATS, 
provided the difference in treatment is the result of a double taxation convention 
(DTC) or provisions on the avoidance of double taxation in any other international 
agreement or arrangement by which the member is bound. In other words, 
Art. XIV:e GATS exempts the obligations of MFN treatment for measures in cases 
where DTCs or other similar agreements have been concluded. 


This cannot mean, however, that any deviating measure that is provided by a 
DTC or a similar agreement denies the obligation to apply the MFN standard. In 
order to put forward a justification for a measure under Art. XIV GATS, a defend- 
ing member would have to prove that its measures meet the requirements of the 
chapeav* of that article. In other words, the defending member would have to show 
that the measure is applied “in a manner which would constitute a means of arbi- 
trary or unjustifiable discrimination between countries where like conditions pre- 
vail, or a disguised restriction on trade in services”. This language is almost iden- 
tical to the chapeau of the Art. XX GATT 1994. The Appellate Body has interpret- 
ed the chapeau of the latter provision in the US-Gasoline case * and the US-Shrimp 
case.° The same interpretation can be attached to the chapeau mentioned in 
Art. XIV GATS. 


1. Measures Based on DTC 


Under the provisions of Art. XIV:e GATS, a member may take certain measures 
inconsistent with the MFN clause of the GATS provided that the said measure is 
based on an agreement on avoidance of double taxation and it satisfies the condi- 
tions of the chapeau. This could be best illustrated by the following simple exam- 
ple: 

Member A has concluded DTCs with two other members- B and C. Under the 
DTC between A and B the withholding rate of tax on dividends is 10% while it is 
0% in the case of the DTC between A and C. In this situation Member B may not 
invoke the MFN clause of the GATS and ask for 0% tax on the dividends payout 


4 The opening paragraph of Art. XIV GATS is often called the chapeau. A detailed discussion 
has been made on this by my colleague Ms. Paula-Alicia Galan Sobrevia. 

5 Report of the Appellate Body, U'S-Gasoline, WT/DS58/AB/R, adopted on 20 May 1996. 

6 Report of the Appellate Body, US-Shrimp, WT/DSS58/AB/R, adopted on 6 November 1998. 
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from Member A. This is because of the exception provided for in Art. XIV:e GATS. 
The exception will also be applicable when there is no DTC between Members A 
and B. The important point is that the inconsistency with the MFN clause of the 
GATS is based on a measure resulting from an agreement on avoidance of double 
taxation. It is important that the measure is based on certain provisions contained 
in a DTC entered into by the relevant member. It has, however, been understood 
here that such a measure satisfies the conditions of the chapeau. 


An important question that arises from the above article is “whether all the 
deviations between bilateral tax treaties are covered by Art. XIV:e GATS”? In other 
words, do all the deviations between bilateral tax treaties meet the conditions laid 
down by the chapeau of Article XIV. If such deviations fail to meet the require- 
ments of the chapeau, they lose the protection of Art. XIV:e GATS and can be 
treated as violating the MFN clause of the GATS. 


There are various deviations between the DTCs concluded by the same member 
with other members. These DTCs are mostly bilateral and are mainly based on the 
OECD Model Tax Convention. Some of the bilateral tax treaties are based on UN 
Model Tax Convention’. These deviations could be summarized as: 


i) Different withholding tax rate for dividends, interest and royalties*® 
ii) Exempting the capital gains or taxing them at different rates” 


ii) Different duration of periods for constituting a permanent establishment, 
e.g. 6 months/12 months/ 2 years/3 years!®. 


It has very often been argued that the impact of an MFN obligation on with- 
holding taxes would be limited. The combination of a withholding tax imposed on 
outbound dividends/interest/royalties by the source state, in combination with a 
foreign tax credit in the state of residence for the foreign withholding tax'', con- 
stitutes a neutral allocation of tax jurisdiction between two WTO members rather 
than discrimination by one member of different cross-border flows of the pay- 
ments!2. This discussion may be taken to a logical end by stating that differentiated 
withholding taxes under different treaties are not necessarily less or more favorable 
to the persons involved because the ultimate tax liability of the investor (taxpayer) 





7 Most of the developing countries base their DTC on the UN Model Tax Convention. The 
UN Model, unlike the OECD Model, gives more rights of taxation to the state of source. For 
example, the UN Model advocates certain minimum withholding tax rates on royalty pay- 
ments and also on capital gains under certain conditions. 

8 Dividends, interest and royalties are covered by Articles 10, 11 and 12 of the OECD Model 
Convention, respectively. 

9 Capital gains are included in Art. 13 of the OECD Model Convention. 

10 The minimum duration period for the constitution of a PE is discussed in Art. 5 of the OECD 
Model Convention. 

\l_ Credit for the foreign taxes is to be given in the state of residence in accordance with Art. 23 
of the OECD Model Tax Convention. 

12 In its Gilly decision (Case C-336/96 Gilly (1998) ECR I-2793) the European Court of Justice 
explicitly held that tax treaty rules that allocate tax jurisdiction may not be considered to 
constitute discrimination, not even if the criterion of nationality is used to allocate tax juris- 
diction to one rather than the other tax jurisdiction. 
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depends on the linkage between source and residence taxation. For example, if 
Member S has tax treaties with two Members R1 (credit country) and R2 (exemp- — 
tion country), where S-R1 treaty provides for 5% withholding tax on dividends — 
and S-R2 treaty provides for a 15% rate, it would appear that R2 residents are 
treated less favorably than R1 residents. The final tax liability is, however, com- 
puted on the basis of source and residence tax; if this is taken into account, R2 
residents are better off than R1 residents. One may, however, argue that the there 
are very few members which allow for unlimited credit for the foreign taxes with- 
held by or paid in the state of source. This may result in either a loss of the excess 
foreign taxes or a significant delay in getting credit for the same. In both these 
cases the members subjected to higher withholding taxes are discriminated against 

in relation to the members who are subjected to a lower or no withholding taxes. 
However, even if seen as a discriminatory treatment, the question would arise 
whether a beneficial owner in one member would necessarily be in the same situ- 
ation as a beneficial owner in another member. In other words, it would be very 
difficult to establish that such discriminatory measures do not fulfill the conditions 
of the chapeau and thus violate the MFN obligations in the GATS. 


Generally speaking, it is very hard to find tax treaty-based infractions of MFN 
obligations in view of the stated exception of Art. XIV:e GATS. As regards tax 
treaties, it would be generally inexplicable fora WTO member to complain against 
another WTO member that the other member is applying a measure through its tax 
treaty that does not meet the conditions laid down under the chapeau. It is hard to 
conceive how such differences in treatment would be considered an abuse when 
the member concerned has been a party to the detailed tax treaty negotiations and 
the provisions of such a treaty are binding on the member state (the principle of 
estoppel). It would be more logical for it to take up the matter with its treaty partner 
so that both the parties can make an effort to re-negotiate the controversial meas- 
ures. And in all likelihood the issues could be settled to the satisfaction of both the 
parties. Otherwise, the complainant can raise the issue at the WTO Forum but it 
would be difficult to prove that such measures satisfy the conditions of the chapeau. 
Because, as discussed above, the tax treaty only allocates tax jurisdiction (but does 
not determine tax liability) and a combination of source state withholding taxes 
with a residence state foreign tax credit results in tax neutrality. 


2. Are all Deviations Covered? 


It is not altogether clear to what extent tax treaty measures may nevertheless 
be covered by the MFN obligation because they either do not concern the avoidance 
of double taxation, or because they violate the chapeau of Art. XIV GATS. It is 
very difficult, however, to find such measures in the world of the bilateral tax trea- 
ties. But, at a theoretical level, it is possible to say that such measures may violate 
the MEN clause either because it does not flow from a tax treaty for avoidance of 
double taxation or it does not meet the requirements of the chapeau. 


: Scope of Art. XIV:d and Art. XIV:e GATS 





One can argue that a tax treaty for the avoidance of double taxation may never 
contain provision (s) that would actually avoid double taxation. Such a tax treaty 
might simply be given the appearance of a treaty for the avoidance of double tax- 
ation by the interested members to escape from the MFN obligations of the GATS. 
The members concerned can, thereafter, take measures favoring other interested 
members and still be not covered by the MFN clause of the GATS. In such cases, 
however, the measures would be treated as violating MFN obligations simply be- 
cause they are not based on a tax treaty for the avoidance of double taxation. The 
important point is to see whether the tax treaty actually contains provisions for 
avoiding double taxation or whether it has simply been given the name of “tax 
treaty for the avoidance of double taxation”. If the tax treaty contains no substantive 
provisions for the avoidance of double taxation, then any measure flowing from 
such a tax treaty will not be protected by Art. XIV:e GATS. It has been categorically 
stated in the said article that “the difference in treatment is the result of an agree- 
ment on the avoidance of double taxation”. Thus, if the agreement was never in- 
tended for the avoidance of double taxation, then it will obviously be not covered 
by Art. XIV:e GATS. 


3. Are all Provisions of a DTC Covered? 


This question can be broken in two parts: 

i) Whether all tax treaty provisions are outside the scope of the MFN obliga- 
tion, or 

ii) Whether only those tax treaty provisions that concern the “avoidance of 
double taxation” are outside the scope of the GATS MEN obligations. 


The textual interpretation of Art. XIV:e GATS suggests that all provisions of 
an agreement on avoidance of double taxation are covered by this article. This can 
be seen by going through the said article once again: 

“inconsistent with Article II, provided that the difference in treatment is the result 

of an agreement on the avoidance of double taxation or provisions on the avoid- 

ance of double taxation in any other international agreement or arrangement by 
which the Member is bound.” 

The text of the above article contains two prongs — the first refers to measures 
based on an agreement on the avoidance of double taxation and the other concerns 
with measures based on provisions on the avoidance of double taxation. The text 
itself provides for a distinction between an agreement on avoidance of double tax- 
ation and any other international taxation containing certain provisions on avoid- 
ance of double taxation. If there is an agreement on avoidance of double taxation, 
which would include all the DTCs, then all the provisions of such agreements 
would be covered by Art. XIV:e GATS. This flows from the first prong of the article 
because the text refers to the “agreement” per se and not to each and every provi- 
sion of such an agreement. This was also the view taken by the participants in the 
Rust conference.!? But if there are certain provisions in the DTC that aim at double 





13 Lang/Herdin/Hofbauer, WTO and Direct Taxation (2005) p. 41. 


219) 


Sushil Kumar 





non-taxation (tax sparing), then | would consider such provisions as not being cov- 
ered by Art. XIV:e GATS. However, in case of any other (different from the bi- 
lateral tax treaties) international agreement or arrangement, only the provisions 
relating to avoidance of double taxation are covered. The other provisions in such 
agreements are not covered by Art. XIV:e GATS and thus the measures based on 
such provisions would be required to meet the obligations of the MFN clause of 
the GATS. This was also the view taken by the participants in the Rust confer- 
ence. 


4. Provisions on Avoidance of Double Taxation in any other International 
Agreement or Arrangement 


The second prong of Art. XIV:e Gats, as discussed above, refers to certain in- 
ternational agreements or arrangements containing provisions on avoidance of 
double taxation. International measures for the mitigation of double taxation can 
take various forms. Most important and most common among them are DTC. The 
overwhelming majority of DTCs are represented by bilateral agreements dealing 
exclusively with taxation matters. A limited number of multilateral instruments 
dealing exclusively with taxation matters have also been concluded.!> Additional- 
ly, various other types of bilateral agreements deal with certain tax matters, whether 
exclusively or only in a very partial way. These include inheritance and gift tax 
treaties,'° air and/or sea transport agreements, investment promotion and protec- 
tion agreements, consular and diplomatic conventions, and cultural, technical and 
scientific cooperation agreements.'’ The issue of avoidance of double taxation in 
an international agreement may be addressed in one of the two models'® - 


i) through an obligation to conclude a double taxation agreement between the 
parties (see, for example, Art. 47 of Decision No.24 of the Commission of 
the Cartagena Agreement) (ibid.). Such a commitment is present in Art. 161 
of the Treaty Establishing the Common Market for Eastern and Southern 
Africa (1993) (COMESA): 

“The Member States undertake to conclude between themselves agreements 


on the avoidance of double taxation”.'? 


4 Lang/Herdin/Hofbauer, WTO and Direct Taxation, p. 41. 

‘5 United Nation Conference on Trade and Development (UNCTAD) series on issues in Inter- 
national Investment Agreement (IIA), UNCTAD/ITE/IIT/16, United Nation Publication, 
United Nations, 2000, p. 14. 

16 UNCTAD/ITE‘IIT/16, United Nation Publication, United Nations, 2000, p. 19 — where it is 
stated that inheritance and/or gift tax treaties are fewer in number than comprehensive in- 
come tax treaties, but their number is increasing (for example, 6 such treaties for Italy, 7 for 
Austria and the Netherlands, and 35 for France). The texts of all such treaties are reproduced 
in the IBFD tax treaties CD ROM (IBFD, 1986). 

17 UNCTAD/ITEIIT/16, United Nation Publication, United Nations, 2000, p. 14. 

i8 UNCTAD/ITE/IIT/16, United Nation Publication, United Nations, 2000, p. 49. 

19 UNCTAD, 1996a, vol. III, p. 109. 
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Alternatively, there may simply a general commitment to avoid double taxation. 
Thus, the APEC Non-Binding Investment Principles state that “Member countries 
will endeavour to avoid double taxation related to foreign investment”.2° Similarly, 
the Agreement on Arab Economic Unity (1957), Art. 2 (7) (b), includes as an aim 
for attaining the unity mentioned in Art. 1: “Avoiding double taxation and duties 
levied on the nationals of the contracting parties”.*! The EU Treaty (EU,1995) also 
contains a clause of this kind encouraging Member States to start negotiations on 
the avoidance of double taxation, if necessary.” 


Although Art. XIV:e GATS refers to international agreements or arrangements 
containing provisions on double taxation, the fact is that very few such treaties 
exist. Even if there are some such agreements, they have lost their relevance today. 
The only relevant existing multilateral tax treaty aimed at the avoidance of double 
taxation is the tax treaty among the Nordic countries, although, with all its specific 
country exceptions and bilateral rules, it is better viewed as a consolidation of bi- 
lateral tax treaties.*? 

Whatever the nature of the international agreement or arrangement may be, if 
it contains a specific provision for the avoidance of double taxation, it will be cov- 
ered by Art. XIV:e GATS. Therefore, any measure based on such a provision is 
not required to meet the MFN obligations of the GATS, provided it meets the con- 
ditions of the chapeau. 


5. Deviations not Covered by the Chapeau of Art. XIV 


(a) As a starting point for the discussion of the tax-treaty based measures that 
could be covered by the chapeau, one can discuss whether the possible defensive 
measures recommended by the OECD against the Uncooperative Tax Havens 
(UTH) could constitute violations of the MFN principles of GATS. 

In its 2000 report, the OECD has prepared a list of possible defensive measures 
against UTH. The nature of the measures outlined by the OECD fall into three 
broad categories: 

@ Those that apply to income derived from UTH 

@ Those aimed directly at various types of transactions involving UTH and a third 
country 

@ Measures of general nature that would have no immediate trade or commercial 
impact. 

The list of possible defensive measures is not exhaustive or exclusive. Still, the 
above-mentioned measures are seen as being appropriate as well as the best means 
to neutralize harmful effects of such “unfair” tax regimes.?4 Thus, as a result of the 





20 UNCTAD, 1996a, vol. II, p. 537. 

21 UNCTAD, 1996a, vol. III, p. 26. 

22. UNCTAD/ITE/IIT/16/2000, p. 49. 

23. UNCTAD/ITE/IIT/16/2000, p. 40. 

24 Ines Hofbauer, To What Extent Does the OECD Harmful Tax Competition Project Violate 
the Most-Favoured-Nation Obligations under WTO Law?, B/FD 2004, p 401. 
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above possible defensive measures, the UTH face severe economic and political 
disadvantages. It is yet to be discussed to what extent these measures might violate 
the MEN obligation under the GATT or GATS. These measures have been criti- 
cized’> for being, in part, inconsistent with the MEN principle of the GATT and 
GATS. | am going to analyze the narrow issue of whether these measures are cov- 
ered by Art. XIV:e GATS and therefore not inconsistent with the MFN clause of 

the GATS. As already discussed, this article provides for a carve-out for any dis- 
crimination of residents of third countries if this different treatment falls under a 
bilateral tax treaty or a similar treaty. If any discrimination occurs against a service 
or the service supplier on the basis ofa tax treaty, it cannot be said to be inconsistent 
with the MFN clause of the GATS, provided they meet the conditions of the cha- 
peau. Adverse actions in particular,?° which deal with the credit of foreign taxes 
and the exemption of the income earned abroad, may fall under this exception as 
long as they are executed via a tax treaty and they meet the conditions of the cha- 
peau. The rest of the adverse actions are, however, unilateral measures and are not 
subject to this exception and, thus, the MFN principle still has to be adhered to.*’ 


There may be cases where a member initiates a discriminatory measure, via its 
tax treaty, against a single UTH and not against the others. In this case the UTH 
affected is within its rights to complain against the other member for violating the 
MEN principles of the GATS since the measures do not satisfy the conditions of 
the chapeau. Panama tried to test the WTO-compatibility of the Mexican anti-tax 
haven legislation which allegedly violated the GATS MFN obligations. Under the 
above recommended guidelines of the OECD, it blacklisted Panama as a tax haven 
and subjected the investment income flowing from Mexican sources to Panama- 
nian companies to higher than usual withholding taxes. 


(b) Another possible tax treaty-based measure which may not be covered by 
Art. XIV:e GATS could be explained as follows. A WTO Member X enters into a 
tax treaty with another WTO Member Y. The DTC between them provides for a 
10% withholding tax on the outbound dividends. The recipients of the dividends 
(the investors) are entitled to a foreign tax credit for the taxes withheld in the mem- 
ber state X. Thus, the dividend is not subjected to double taxation. Subsequent to 
this treaty, Member X enters into a DTC with Member Z, a neighbor of Member 
Y. Under the treaty with Member Z, the outbound dividend from Member X is 
subjected to 5% withholding tax. This dividend, however, is not included in the 
taxable income of the taxpayer in Member Z, as it is an exemption state. Thus, 


25 Grynberg/Chilala, “WTO Compatibility of the OECD ‘Defensive Measures’ against ‘Harm- 
ful Tax Competition”, Journal of World Investment 2001, p. 507. 
26 These measures are outlined in the 2000 report of the OECD. The said measures are 
i) To disallow deductions, exemptions, credits, or other allowances related to transactions 
with UTH or transactions taking advantages of their harmful tax practices, and 
ii) To deny the availability of foreign tax credit or the participation exemption with respect 
to distributions that are sourced from UTH or to transactions taking advantage of their 
harmful practices. 
2? Ines Hofbauer, To What Extent Does the OECD Harmful Tax Competition Project Violate 
the Most-Favoured-Nation Obligations under WTO Law?, B/FD 2004, p. 403. 
The issue of ‘Unilateral Measures’ has been discussed in detail in section IV of this paper. 
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Member Y can argue that the taxation of dividends at 5% as a result of the tax 
treaty between X and Z constitutes a discriminatory measure which does not fulfill 
the conditions of the chapeau of Article XIV and therefore should be treated as 
inconsistent with the MFN obligations. It will be, however, an extremely difficult 
task for the Member Y to show that the measure does not satisfy the conditions of 
the chapeau. Furthermore, it is hard to imagine in the real world of bilateral tax 
treaties that such issues will ever arise. The treaty partners are always free to re- 
negotiate the treaty to get the inconsistencies settled. A similar issue has recently 
been taken up by the European Union with India in connection with some favorable 
changes made in India-Singapore tax treaty. Under the original tax treaty between 
India and Singapore, the royalty was subjected to 15% withholding tax. This rate 
was changed to 10% when the treaty was revisited*® by the authorities concerned. 
Also, capital gains are to be taxed in the state of residence. In an interesting turn 
of events the EU wants India to extend similar capital gains tax benefits to its in- 
vestments as are given to Singapore.?? India has not formally accepted this request. 
However, the matter is likely to be taken up by the joint task force. This news is 
of immense importance because this is the way things are likely to be sorted out 
in the world of bilateral tax treaties. It is highly unlikely that such measures would 
be treated by a treaty partner as violating the MFN clause of the GATS. 


Let us modify this problem slightly and put South Korea in the place of the EU. 
Under the tax treaty between India and South Korea the payment of royalties is to 
be taxed in the state of source at 15%.°° The same rate was in the India-Singapore 
tax treaty before it was lowered to 10% in the course of re-negotiations. If we 
assume that ‘like conditions prevail’ in both Singapore and South Korea (a point 
very difficult to establish), then it might be seen as a possible violation of the GATS 
MEN principles since South Korea may claim that such measures are not covered 
by the chapeau of Article XIV. But it will prove to be extremely difficult for South 
Korea to justify its stand. The more practical way would be take up the matter 
bilaterally. 


The point I am trying to bring home is that I do not see a WTO member com- 
plaining against another WTO member in respect of a treaty-based measure, which 
might constitute a possible violation of the MFN principle of the GATS, on the 
grounds that it does not meet the test of the chapeau of Article XIV. Does it mean, 
however, that all deviations arising out of the tax treaties will automatically be 
outside the MFN obligations? I would be tempted to agree with this observation 
although one then has also to ponder whether if this was the reason for providing 
for such exceptions in the GATS, then why did the drafters of GATS include the 
conditions laid down under the chapeau? The only plausible explanation could be 
that there may be occasions when a WTO member may complain against another 
WTO member for practicing a policy, via its tax treaties, which might constitute a 
possible violation of the MEN principles in view of the chapeau of Art. XIV. 





28 The DTC between India and Singapore was re-negotiated in July 2005. 
29 News item reported in the Business Standard, New Delhi, India, September 7, 2005. 
30 Art. 12 of the tax treaty between India and Korea. 
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(c) One may also raise a question whether the provisions of tax treaties that aim 
at “double non-taxation’ are covered by Art. XIV:e GATS? The issue in question 
is the provisions for tax sparing’! which have been adopted by some developed 
countries in tax treaties with the developing countries. Can we say, based on a 
literal interpretation of the wording of Art. XIV:e, that this exception only applies 
to tax treaty provisions aimed at avoidance of double taxation and not to those 
which aim at no taxation at all? In my opinion, provisions of the tax treaties that 
aim at non-taxation of certain incomes in both the member states, should not be 
covered by this article. Any measure based on such provisions should be consid- 
ered to violate the MFN principles of the GATS simply because they were never 
aimed at avoidance of double taxation and hence not covered by Art. XIV:e GATS. 
Such provisions result in the capital-exporting country providing a credit for more 
tax than the investor’? actually pays in the developing country, and, as such, are a 
subsidy for the export of capital. Such provisions may be seen as not satisfying the 
conditions of the chapeau and therefore, as violating the MFN clause of the GATS. 


Ili. Direct Tax Carve-Outs in the NT Clause of GATS 
Art. XIV GATS contains general exceptions. It states that — 


“Subject to the requirement that such measures are not applied in a manner which 
would constitute a means of arbitrary or unjustifiable discrimination between coun- 
tries where like conditions prevail, or a disguised restriction on trade in services, 
nothing in this Agreement shall be construed to prevent the adoption or enforcement 
by any Member of measures: 


[a bickd adware 
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(d) Inconsistent with Article XVII, provided that the difference in treatment is aimed 
at ensuring the equitable or effective imposition or collection of direct taxes in re- 
spect of services or service suppliers of other members ”’. 


DD avn 


1. Equitable or Effective Imposition or Collection of Taxes 


Measures that are aimed at “ensuring the equitable or effective imposition or 
collection of taxes” have been defined in foot note 6 to the above clause. These 
include measures taken by a member under its taxation system which: 


3! Many capital-importing countries insist on including a tax-sparing or matching-credit clause 
in their treaties. Under such a clause, the country of residence of the investor grants a credit 
for the tax that would have been levied by the source country in the absence of the tax in- 
centive. In this way, the tax incentive is channeled to the investor and not to the treasury of 
its home country. 

32. Michael Daly, The WTO and Direct Taxation, Discussion Paper No. 9, WTO, Geneva, June 


2005. 
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i) apply to non-resident service suppliers in recognition of the fact that the tax 
obligation of the non-residents is determined with respect to taxable items 
sourced or located in the member’s territory; or 


ii) apply to non-residents in order to ensure the imposition or collection of taxes 
in member’s territory; or 


111) apply to non-residents or residents in order to prevent the avoidance or eva- 
sion of taxes, including compliance measures; or 


iv) apply to consumers of service supplies in or from the territory of another 
member in order to ensure the imposition or collection of taxes on such 
consumers derived from sources in the member’s territory; or 


v) distinguish service suppliers subject to tax on worldwide taxable items from 
other service suppliers, in recognition of the difference in the nature of tax 
base between them; or 


v1) determine, allocate or apportion income, profit, gain, loss, deduction or 
credit of resident persons or branches, or between related persons or branch- 
es of the same person, in order to safeguard the member’s tax base. 


Tax terms or concepts in paragraph (d) of Article XIV and in this footnote are 
determined according to tax definitions and concepts, or equivalent or similar def- 
initions and concepts, under the domestic law of the member taking the measure. 


The above list of domestic measures that could be possibly expected to be out- 
side the national treatment obligations seems to largely cover the way in which 
any WTO member would tax any cross-border income flows of natural or legal 
persons that move between the tax jurisdiction or establish themselves in the other 
country through a branch (permanent establishment) or a subsidiary. These domes- 
tic measures seem to cover all four modes of supply of services defined (in Art. I) 
of the GATS. These four modes of supply include: 


Cross-border: services supplied from the services of one member in to the territory 


of another. An example is software services supplied by a supplier in one country 
through mail or electronic means to consumers in another country. 


Consumption abroad: services supplied in the territory of one member to the con- 
sumers of another member. Often, the actual movement of the consumer is neces- 
sary as, for example, in tourism services. 


Commercial presence: services supplied through any type of business or profes- 
sional establishment of one member in the territory of another member. 


Presence of natural persons: services supplied by nationals of one member in the 
territory of another. This mode includes both independent service suppliers, and 
employees of the services supplier of another. 


2. Taxation of Foreign Taxpayers 


An effort has been made below to analyze the way a member state would tax 
a non-resident who is engaged in the supply of services to it by one or more of the 
modes discussed above. 
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a) Most of the members tax a non-resident service supplier by withholding a 
tax at source at the gross amount of payment. The rate of tax depends on the do- 
mestic regulations, reduced by a bilateral tax treaty between the members. Such 
withholding taxes on the gross payments are more burdensome for a foreign tax- 
payer than a similar domestic taxpayer, who is taxed on ‘net income’. A non-res- 
ident might incur a loss in such transactions but is still has to pay taxes to the other 
member. Generally, it has been argued that such withholding taxes do not result in 
unfavourable conditions for non-resident taxpayers as the taxpayer gets a credit 
for the foreign taxes paid. But, in reality, there are hardly any members that allow 
unlimited credit for the foreign tax. Further, if the member follows the exemption 
method, the foreign tax is the final tax even if there was no foreign income, since 
the withholding tax is on gross payments and not on the profits. These measures 
would have been definitely inconsistent with the national treatment principles but 
for the exceptions provided in Art. XIV:d — subparagraphs i, ii and iv. Some of 
these measures, however, might be covered by the chapeau if domestic taxpayers 
are exempt on such income and the non-resident tax payers are required to pay tax. 
But, as we will see later, even such extreme measures might well be covered by 
other exceptions (Article XIV:d- subparagraph v). One such example could be that 
of Portugal, which imposes withholding taxes on the gross amount of source in- 
come (business income) earned by a non-resident having no permanent establish- 
ment in Portugal.*? 

b) Many members have domestic legislation which treats their resident taxpay- 
ers more favorably when compared to non-resident taxpayers, even when both are 
supplier of either the same or similar services. Some of these measures are dis- 
cussed below: 

i) India taxes non-resident taxpayers (branches/P.E) at a tax rate which is 
higher than the tax rate applied to domestic taxpayers.*4 Further, the admin- 
istrative and general expenses incurred by the foreign Head Office for the 
PE are limited to certain minimum amount.** A resident taxpayer on the 
other hand, is entitled to a claim of 100% of its administrative and general 
expenditures, provided these are incurred for business purposes. 

ii) There are domestic provisions in New Zealand and Spain that allow a more 
favorable tax treatment of the production of domestic films than of foreign 
films by means of deductibility of costs (New Zealand) or the availability 
of an investment deduction (Spain).*° 


iii) The UK provides for a lower corporate income tax rate for small companies 
if they are residents of the UK.*’ 


33. Lang/Herdin/Hofbauer, W7O and Direct Taxation, p. 43. 
34 Section 90A of the Income Tax Act 1961. 

35. Section 44C of the Income Tax Act 1961. 

6 Lang/Herdin/Hofbauer, W7O and Direct Taxation, p. 42. 
37 Section 13 ICTA 1988. 
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iv) In Finland, there is wealth tax that has to be paid by non-residents (unless 
the person can rely on EU law or a tax treaty-based non-discrimination 
clause).*8 


v) The branch profit tax in the USA provides for a second-level taxation of the 
profits of the branches of foreign corporations, at the time of its distribution. 
Such provisions are not applicable to branches of domestic corporations.*” 


There are various other measures adopted by members against the non-resident 
taxpayers that put them in less favorable position to their counterpart taxpayers 
engaged in the same or a similar supply of services. But these are not inconsistent 
with the national treatment of GATS as these are covered by Art. XIV:d — subpar- 
agraph v. This exception allows a member to adopt discriminatory measures for 
non-resident taxpayers, provided they are subjected to limited taxation in their ter- 
ritory. 

c) Many members have implemented domestic tax legislation aimed at reduc- 
ing tax abuse or tax evasion by their residents or the non-residents. CFC*° legisla- 
tion and thin capitalization rules are such anti-tax avoidance measures. In its 2000 
report the OECD indicated that defensive measures ought to be taken by the mem- 
ber as well as non-member countries against ‘tax havens’. Many members have 
either enacted such domestic legislation or are in the process of doing so. The im- 
portant question here is whether such measures violate the national treatment prin- 
ciples provided in the GATS. Such measures have been specially carved-out from 
the national treatment obligations by providing an exception in Art. XIV:d — sub- 
paragraph 111. 

d) In recent years many members have adopted transfer pricing rules for the 
allocation of profits among the related entities. This allocation is done on the basis 
of a hypothetical arm’s-length price under the fiction that the related entities are 
independent parties. In practice, however, the members tend to allocate more prof- 
its to the entities taxed in their jurisdiction, thus creating a hardship for the non- 
resident taxpayers. Its not unusual that these rules are implemented in such a way 
as to attribute more profits to the jurisdictions that have a higher rate of taxes, thus 
putting the taxpayer to a less favorable position in comparison to the domestic 
taxpayer who is not subjected to such rules. But, again these domestic measures 
have been taken out of the national treatment obligations by providing for an ex- 
ception in Art. XIV:d — subparagraph vi. 


In the light of the above findings, the carve-out clause of Art. XIV:d calls for 
the following remarks. Firstly, the list of the domestic measures provided for in 
footnote 6 covers a major part (maybe the entire part) of domestic direct tax leg- 
islation on the tax treatment of the non-resident service suppliers. Secondly, 
Art. XIV:d refers to “equitable or effective imposition or collection of direct taxes”. 
Thus, a domestic measure may be in conformity with the national treatment prin- 
ciples of GATS even if the measure aims at ensuring only the effectiveness of the 





38 Lang/Herdin/Hofbauer, WTO and Direct Taxation, p. 43. 
39 L.R.C. §§861 (a) (2), 881 (a). 
40 Controlled Foreign Corporations. 
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imposition or collection of taxes, to the detriment of equitable tax treatment. Fi- 
nally, the interpretation of the tax terms and concepts of Art. XIV:d and Footnote 
6 is left to the domestic member taking the measure. 


These features of Art. XI'V:d show the broadness of the exception for the direct 
taxes, These measures are, however, required to satisfy the conditions of the cha- 
peau. 


1V. Unilateral Measures 


In the preceding paragraphs, the fact that the measures based on the tax treaties 
or similar treaties are covered by Art. XIV:e GATS has been discussed in detail. 
For a measure to fall within this exception it is necessary that it is a part of some 
tax treaty. A unilateral measure, as the name suggests, is never a part of a tax treaty 
or a similar treaty. Therefore, such measures cannot be covered by the exception. 
These measures are initiated by a member unilaterally. They are based on the do- 
mestic tax legislation of the member concerned. The nature of these measures, in 
respect of direct taxes, can be summarized as follows: 


a) Measures granting a more favorable or less favorable treatment to other 
members — these measures are not covered by Art. XIV:e GATS.4! A mem- 
ber initiating such measures can be accused of violating the MFN principles 
of the GATS, if it is established by the affected member that it amounts to 
a less favorable treatment than like services and service suppliers. 


b) Measures granting a more favorable treatment to the domestic taxpayers 
than the foreign taxpayers — such measures may be covered by Art. XIV:d 
GATS if they satisfy the required conditions. Such measures do not violate 
the NT principles of the GATS if they satisfy the conditions of the chapeau. 


c) Measures which aim at general avoidance of double taxation or avoidance 
of double taxation on specific income. There are various members that uni- 
laterally grant relief from double taxation, provided similar relief is given 
by the other member. For example, before Austria entered into a DTC with 
United Arab Emirates (UAE), it granted relief from double taxation through 
unilateral measures. The same treatment was reciprocated by UAE.*? Such 
measures are, however, not covered by Art. XIV: e GATS, as they are not 
based on any bilateral tax treaty or similar treaty. These measures can, there- 
fore, violate the MFN principles of the GATS if they amount to a less favo- 
rable treatment to a like services and service suppliers. 


4! Ines Hofbauer, To What Extent Does the OECD Harmful Tax Competition Project Violate 
the Most-Favoured-Nation Obligations under WTO Law?, B/FD 2004, p. 403. 

42 Sec. 48 of the Procedural Tax Code of Austria gives broad powers to the Ministry of Finance 
to grant relief from double taxation to the intended Members, provided such treatments are 
reciprocated in the same manner. 
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V. Conclusion 


The non-discrimination provisions contained in the GATS have a very wide 
scope and cover both direct as well indirect taxes. But the exceptions provided for 
in Art. XIV:d and Art. XIV:e seem to significantly reduce the impact of these non- 
discrimination provisions of GATS in the direct tax areas. The tax treaty-based 
discriminatory measures adopted by one member against any other member may 
not constitute a violation of MFN principles unless and until they are covered by 
the chapeau of Article XIV. Does this mean that the measures based on tax treaties 
are automatically outside the scope of the MFN obligations or only that the provi- 
sions that aim at avoidance of double taxation are outside its scope? As discussed 
in section II above, I would be inclined to say that the provisions of tax treaties 
which provide for no taxation of certain income are not intended to be covered by 
Art. XIV:e, e.g., the provisions on “tax sparing”. 


Similarly the carve-outs provided for in Art. XIV:d read in conjunction with 
Footnote 6 seem to cover almost all the domestic measures employed by the mem- 
bers to tax non-resident service suppliers. These carve-outs are inconsistent with 
the national treatment principles if they are covered by the chapeau. However, the 
current jurisprudence on the parallel provision of Article XX GATT has established 
a narrow interpretation of this limitation (the chapeau). 


These exceptions seem to take income tax out of the scope of the non-discrim- 
ination provisions of GATS. It will, however, be up to the future case law to clarify 
much of the relation between GATS and income taxes. One such case that con- 
cerned the MFN obligations of GATS was brought by Panama against the Mexican 
anti-tax haven domestic legislation. But this case never came to the dispute settle- 
ment.*? Thus, one has to wait for any such issue to be decided by the WTO Dispute 
Settlement Body in order to understand whether the drafters of GATS did in fact 
intend to keep the income tax within the scope of the non-discrimination articles 
of the GATS. 





43 Lang/Herdin/Hofbauer, WTO and Direct Taxation, p. 40. 
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I. Introduction 


The over-arching goals of the WTO Agreements! and double tax conventions 
(DTCs)? appear to be broadly similar, namely the dismantling of barriers to the 
cross-border flow of goods, services, capital, labour and technology so as to 
achieve a more efficient allocation of global resources. The WTO Agreements at- 
tempt to strike down barriers, i.e. customs and similar barriers, to enable the un- 
distorted import and export of goods and services.* Hence, non-discrimination ac- 
cording to national treatment principles is necessary to avoid bypassing stroked 
down custom barriers by means with the same effect. National treatment principles 
are cornerstones of the WTO Agreements and are therefore embodied in the GATT 
as well as in the GATS. 4° 


The GATT covers trade in goods, whereas the GATS covers the rendering of 
services.° To distinguish between goods and services the specific attributes of serv- 
ices, such as non-solidity and intangibility, must be taken into consideration.’ The 
object and purpose of the GATT and the GATS are to create a level playing field 
between the contracting states for interstate trade in goods and services, respec- 
tively.’ The GATT must ensure the undistorted import and export of goods, where- 
as the GATS must guarantee the undistorted delivery of services. 


Compared to the WTO Agreements, DTCs cover only one specific barrier for 
effective cross-border trade, namely the taxation of the same income by two states 
(double taxation). The primary goal of tax treaties is to distribute taxing rights in 
order to avoid double taxation and to prevent tax evasion.” Non-discrimination 





| See Marrakesh Declaration of 15 April 1994, “[...] Ministers salute the historic achievement 
represented by the conclusion of the Round, which they believe will strengthen the world 
economy and lead to more trade, investment, employment and income growth throughout 
the world.” . 
See Introduction paragraph | OECD Model Tax Convention on Income and on Capital (in 
the following referred to as OECD MC), which states that the harmful effects of international 
juridical double taxation on the exchange of goods services and movements of capital, tech- 
nology and persons are so well known that it is scarcely necessary to stress the importance 
of removing the obstacles that double taxation presents to the development of economic 
relations between countries. 

3 See Tietje, in Prief/Berrisch (eds.) WTO-Handbuch (2003) 20 et seq. 

4 Non-discrimination provisions, i.e. national treatment provisions, are also embodied e.g. in 
Art 2 (National Treatment and Quantitative Restrictions) of the Agreement on Trade-Related 
Investment Measures and Art III (National Treatment and Non-discrimination) of the Agree- 
ment on Government Procurement. 

5 Another aspect of non-discrimination in the WTO Agreements is the most-favoured-nation 
principle (MFN), which prohibit different regulatory or tax treatment of products imported 
from different countries of origin (Art I GATT) or of cross-border supplies of services or 
service suppliers from different countries of origin (Art IIT GATS). 

6 See Pitschas, in PrieB/Berrisch (eds.) W7O-Handbuch, 500 et seq. 

7 See Koehler, Das Allgemeine Ubereinkommen iiber den Handel mit Dienstleistungen 
(GATS) (1999) 28 et seq. 

8 See Berrisch, in PrieB/Berrisch (eds.) WTO-Handbuch, 83; Pitschas, in Prie/Berrisch (eds.) 
WTO-Handbuch, 497 et seq. 

9 See Introduction paragraph 2 OECD MC. 
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provisions in DTC are not absolutely necessary to achieve these goals, as distri- 
bution of taxing rights is not preconditioned by or dependent on non-discrimina- 
tion." Hence, scholars have taken different positions on the purpose of non-dis- 
crimination provisions embodied in DTCs.'! Opinions range from “not necessary” 
to “without special underlying philosophy”.'? A reasonable, pragmatic solution 
could be to consider non-discrimination provisions in bilateral tax treaties as an 
established and appropriate way to limit national tax systems.'* 


Il. The Principles 


1. Provisions 


1.1 National Treatment — the GATT 


Art II GATT provides that imported goods must be treated the same as or not 
less favourably than domestically produced goods so as to ensure that discrimina- 
tory internal taxes and regulations are not used as substitutes for customs and tar- 
iffs. The latter can be derived from the general principle embodied in Art III:1 
GATT that the contracting parties must recognize that internal taxes and other in- 
ternal charges, and laws, regulations, should not be applied to imported or domestic 
products so as to afford protection to domestic production.'* The other paragraphs 
of Art If GATT make this general principle more concrete, with regulations of a 
binding character. 


The contracting states are obliged under to Art II]:2 GATT not to levy any other 
internal taxes or other internal charges, directly or indirectly, on imported products, 
than which are levied on like domestic products.'* For the determination of the 
decisive criterion “likeness” all aspects of individual cases as well as objectives 
and purposes of the applicable provisions must be considered.'® In case of like 
products any differentiation between imported and domestic products is prohibit- 


0 See Vogel, Double Tax Convention (1997) Art 24 mn Sa; Rust in Vogel/Lehner (eds.) Dop- 
pelbesteuerungsabkommen Kommentar (2003) Art 24 mn 10. 

\! See Friedlander, The Role of Non-Discrimination Clauses in Bilateral Income Tax Treaties 
after GATT 1994, British Tax Review 2002, 71 (74 et seq.). 

'2 Van Raad, Nondiscrimination (1986) 255. 

\3 Haslinger/Petritz, DBA- und WTO-Diskriminierungsverbote, Gemeinsamkeiten und Unter- 
schiede, in Lang/Schuch/Staringer (eds.) Die Diskriminierungsverbote im Recht der Dop- 
pelbesteuerungsabkommen ( 2006) 349 (358) with further references. 

14 See Berrisch, in Prie®/Berrisch (eds.) WTO-Handbuch, 82. 

iS Art III:2 first sentence GATT states that the products of the territory of any contracting party 
imported into the territory of any other contracting party shall not be subject, directly or 
indirectly, to internal taxes or other internal charges of any kind in excess of those applied, 
directly or indirectly, to like domestic products. 

6 Fora detailed analysis, see Berrisch, in PrieB/Berrisch (eds.) WTO-Handbuch, 88 et seq. 
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ed, if the products are directly competitive or substitutable.!’ Furthermore Art III:2 
GATT also prohibits different treatment of imported products and unlike domestic 
products, if imported and domestic products are in an actual, or potential, compet- 
itive relationship.'* But, in the case of unlike products, measures must intend pro- 
tection of the domestic production to be considered discriminatory.'? Furthermore, 
marginal differentiations are subject to a de-minimis principle and therefore are 
carved out from the scope of Art I[I:2 GATT in respect of unlike products.?” 


1.2 National Treatment — the GATS 


Concerning trade in services, the national treatment principle is embodied in 
Art XVII GATS, which provides that services and service suppliers of any other 
member country, in respect of all measures?! affecting?* the supply of services’, 
may not be treated less favourably than like domestic services and service suppli- 
ers.24 Again, the decisive point is “likeness”, which is not explicitly defined in the 
GATS. But the criteria to interpret “likeness” can be derived from Art III GATT.?° 
It is irrelevant whether the treatment is formally identical or formally different 
compared to the treatment of domestic services or service suppliers, as long as the 
conditions of competition are not distorted in favour of the domestic side (Art 





17 As the analytical index to Art III:2 GATT states, a tax conforming to the requirements of the 
first sentence of paragraph 2 would be considered to be inconsistent with the provisions of 
the second sentence only in cases where competition was involved between, on the one hand, 
the taxed product and, on the other hand, a directly competitive or substitutable product 
which was not similarly taxed. 

\8 For a comprehensive analysis, see Schén, WTO und Steuerrecht, R/W 2004, 50 (54 et seq); 
see also Hofbauer, Die abkommensrechtliche Verteilung der Besteuerungsrechte zwischen 
Ansissigkeits- und Quellenstaat aus WTO-rechtlicher Sicht, in Gassner/Lang/Schuch/ 
Staringer (eds.) Die Verteilung der Besteuerungsrechte zwischen A nsdssigkeits- und 
Quellenstaat im Recht der Doppelbesteuerungsabkommen (2004) 49 (62). 

19 See Panel Report Japan — Imported Wines and Alcoholic Beverages, BISD 34S/83; Bar- 
tholet, WTO und Steuern Interpendenzen von WTO-Grundprinzipien und nationalem Steu- 
er- und Abgabenrecht, Archiv fiir Schweizerisches Abgabenrecht (2003/2004) 337 (376). 

20 See Appellate Body Japan — Alcoholic Beverages, WT/DS8/AB/R, WT/DS10/AB/R, WT/ 
DS11/AB/R, adopted 1 November 1996; Panel Report Chile-Taxes on Alcoholic Beverages 
of 16 June 1999, WT/DS/87/R, DS110/R. 

21 “Measure” means any measure by a member country, whether in the form ofa law, regulation, 
rule, procedure, decision, administrative action, or any other form (Art XX VIII:a GATS). 

22 “Measures by Members affecting trade in services” include measures in respect of, (i) the 
purchase, payment or use of a service, (ii) the access to and use of, in connection with the 
supply of a service, services which are required by those Members to be offered to the public 
generally; (iii) the presence, including commercial presence, of persons of a member country 
for the supply of a service in the territory of another member country (Art XXVIII:c GATS). 

23. “Supply of a service” includes the production, distribution, marketing, sale and delivery of 
a service (Art XXVIII:b GATS). 

24 Art XVII:1 GATS states: “[...] each Member shall accord to services and service suppliers 
of any other Member, in respect of all measures affecting the supply of services, treatment 
no less favourable than that it accords to its own like services and service suppliers.” 

25 See Pitschas, in Prie®/Berrisch (eds.), W7O Handbuch, 512 et seq. 
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XVIL:2 and 3 GATS). Art 1:2 GATS defines in respect of trade in services four 
modes of services supply: 


e Cross-border service export — from the territory of one member country into 
the territory of any other member country; 


@ Consumption abroad — in the territory of one member country to the service 
consumer of any other member country; 


@ Commercial presence — by a service supplier of one member country, through 
commercial presence in the territory of any other member country; 


@ Presence of natural persons — by a service supplier of one member country, 
through presence of natural persons of a member country in the territory of any 
other member country. 


Unlike the GATT, the national treatment principle provided in Art XVII GATS 
does not automatically apply to all contracting states and to all services sectors, 
but it is necessary that the contracting states agree upon a national treatment obli- 
gation*® in schedules of specific commitment annexed to the GATS.?’ 


1.3 Non-Discrimination —the OECD Model Convention 


The non-discrimination obligations provided by models of double tax conven- 
tions are embodied in Art 24 OECD MC as well as in Art 24 of the United Nations 
Model Tax Convention.** Both provisions have the same text. The non-discrimi- 
nation article of the OECD MC specifies four principles of non-discrimination. 
First, nationals of the other contracting state must not be discriminated against in 
any way by the treaty partner state (“citizenship-clause” — Art 24 (1) OECD MC).”° 
Second, permanent establishments of an enterprise of a contracting state may not 
be treated less favourably than domestic enterprises carrying on the same activities 
(“permanent-establishment-clause — Art 24 (3) OECD MC).*° Third, Art 24 (4) 
OECD MC provides protection against tax disadvantages connected with certain 
business disbursements made by an enterprise to a recipient resident in the other 
contracting state (expenditure clause).*! And fourth, tax discrimination of an en- 


26 The member countries must as well agree upon a market access commitment for a specific 
service sector (Art XVI GATS). 

2? The schedules of specific commitments must specify, among other things, conditions for 
market access and conditions and qualification for national treatment. Schedules of specific 
commitments must be annexed to the GATS and must form an integral part thereof (Art XX 
GATS). 

28 For an overview of Art 24 OECD MC see Debatin/Wassermeyer, Doppelbesteuerung Kom- 
mentar (2005) Art 24; Rust in Vogel/Lehner (eds.) Doppelbesteuerungsabkommen, Art 24; 
Vogel, Double Taxation Conventions, Art 24; Avery Jones et al, The Non-discrimination 
Article in Tax Treaties, European Taxation 1991, 310; Van Raad, Nondiscrimination. 

29 Stateless persons are also safeguarded, if they are residents of one of the contracting states 
(Art 24 para 2 OECD MC). 

30 See Rust in Vogel/Lehner (eds) Doppelbesteuerungsabkommen, Art 24 mn 94. 

31 Debatin/Wassermeyer, Doppelbesteuerung, Art 24 mn 62. 
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terprise on the grounds of its capital being owned or controlled by residents of the 
other contracting state is prohibited (shareholder clause).*? 


2. Scope 


The national treatment principles of the GATT and GATS and the non-discrim- 
ination provisions of DTCs, like the OECD MC, have different main objectives 
and therefore they also differ in scope with regard to taxation. Whereas national 
treatment according to the GATT and GATS mainly focuses on the objects of cross- 
border trade (commodities and services itself), the non-discrimination provisions 
of Art 24 OECD MC refer primarily to the taxpayers as tax subjects. Conversely, 
the national treatment obligation of the GATT is strictly related to goods traded 
cross-border regardless of residence and nationality of the trader. Furthermore, 
traders in goods, such as natural persons, legal persons or their permanent estab- 
lishments, are not even protected.*? Hence, the scope of Art 24 OECD MC and Art 
III GATT is totally different. The same conclusion must be drawn in respect of 
services protected by the GATS. 


But it must be emphasized that in contrast to the GATT the national treatment 
obligation of the GATS also safeguards service suppliers, if they are supplying 
services according to the “four modes of supply” provided for in Art I:2 GATS. 
The reason is that in respect of services it is not possible to distinguish between 
the foreign character of services, on the one side, and the nationality or residence 
of service suppliers, on the other side.*4 Under Art XVII GATS, foreign services 
and foreign service suppliers of any other member country, in respect of all meas- 
ures affecting the supply of services, may not be treated less favourably than like 
domestic services and service suppliers. A natural person is characterized as for- 
eign service supplier, if the natural person is a citizen of another member country 
and is a permanent resident in that member country or another member country 
(Art XXVIII:k GATS).*> Legal persons are classified as foreign service suppliers 
and are protected for this reason, if, in the case of cross-border service supplies 
without commercial presence, the legal person is constituted or otherwise organ- 
ized under the law of another member country and additionally is engaged in sub- 
stantive business operations in the territory of that member country or another 
member country (Art XX VIII:m:i GATS). 


As the national treatment provision of the GATS also covers service suppliers, 
its scope overlaps with the scope of the non-discrimination clause of the OECD 
MC. Both provisions are comparable to some extent. Art 24 (1) OECD MC and 
Art XVII GATS both protect natural and legal persons of another contracting state 
against discriminatory treatment. The national treatment provision of the GATS 
covers natural persons, if they are nationals of another member country and resi- 





32 Vogel, Double Taxation Conventions, Art 24 mn 160. 

33 See Berrisch, in Berrisch/PrieB (eds.) W7O-Handbuch, 83. 
34 See Schon, RJW 2004, 52. 

35 See Pitschas, in Berrisch/PrieB (eds.) W7O-Handbuch, 506. 
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dent in that or another member country. Legal persons are covered by the GATS, 
if they are constituted or otherwise organized under the law of another member 
country. In contrast, residency is not necessary for the application of Art 24 (1) 
OECD MC. In the case of natural persons only nationality or citizenship of the 
other contracting state is required for the application of Art 24 (1) OECD MC.*° 
However, the criterion of residency is a decisive criterion under Art 24 (1) OECD 
MC to assess whether taxpayers are in the same circumstances or not. Legal per- 
sons are considered nationals for the application of Art 24 OECD MC, if they are 
organized under the law of or if they derive their legal status from the law of the 
other contracting state.*’ The national treatment provision of the GATS covers only 
natural persons who are residents of another contracting state.** Hence, unlike Art 
24 (1) OECD MC, the member countries are not forced by Art XVII GATS to 
abstain from discrimination against nationals of another member country, who are 
their own residents. Has/inger/Petritz explain this differentiation by the underlying 
principle of GATS, which is to alleviate cross-border delivery of services.*? How- 
ever, in my Opinion, it must be emphasized that Art XVII GATS prohibits member 
countries from discriminating against resident*® legal persons, which are consti- 
tuted or organized under the law of another member country, as the definition of 
legal person only comprises engagement in substantive business operations in a 
territory of a member country, other than the territory of the restricted member 
country, whereas in the case of natural persons the residence in another member 
country is required (Art XX VIII:k and :m GATS). Buta legal person can be resident 
of the restricted member country and can be also engaged in substantive business 
operations in another member country, which does not automatically change res- 
idence to the latter member country. Furthermore, dual residence must also be con- 
sidered a potential fact pattern. Hence, the scope of Art XVII GATS differs in the 
case of legal persons compared to natural persons. From a systematic point of view 
this result is not reasonable, but it follows from the different definitions for natural 
and legal persons as foreign service suppliers. 


Furthermore, Art XVII GATS covers the supplying of services through com- 
mercial presence*! and Art 24 (3) OECD MC protects permanent establishments 
of an enterprise of a contracting state against less favourable treatment compared 
to domestic enterprises carrying on the same activities.4* According to Art 3 (1) 
(d) OECD MC, the term “enterprise of a Contracting State” is defined as an enter- 
prise carried on by a resident of a contracting state. Hence, only the residence of 


© Art. 3 (1) (g) (i) OECD MC. 

7 Art. 3 (1) (g) (ii) OECD MC, see Rust, in Vogel/Lehner (eds.) Doppelbesteuerung, Art 24 
mn 54. 

8 Residence depends on the habitual abode of a natural person, see Koehler, Das Allgemeine 
Ubereinkommen tiber den Handel mit Dienstleistungen (GATS) 96 et seq. 

9 Haslinger/Petritz, in Lang/Schuch/Staringer (eds.) Die Diskriminierungsverbote im Recht 
der Doppelbesteuerungsabkommen, 361. 

40 The residence in the restricted member country might be derived e.g. from the place of ef- 
fective management (see Art 4 (3) OECD MC). 

41 Mode of service supply via commercial presence (Art I:2:c GATS). 

42° See Rust in Vogel/Lehner (eds.) Doppelbesteuerungsabkommen, Art 24 mn 94. 
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the person carrying on the enterprise, which has established the permanent estab- 
lishment, is relevant, but not — unlike in Art 24 (1) OECD MC - citizenship or 
nationality. For the application of the national treatment provision of GATS de- 
pendent and independent commercial presences must be differentiated.+* Depend- 
ent commercial presence of natural persons is covered, if the natural person in turn 
is national of another member country and resident in that or another member coun- 
try. As far as the dependent commercial presence of legal persons is considered, 
again Garstitution or organization under the law of another member country is es- 
sential.4 


Concerning independent commercial presences — such as e.g. separate legal 
persons — Art XXXVIII:n:ii GATS sets up a principle of control.*° Therefore, pro- 
tection of independent commercial presence depends, whether they are controlled 
or owned’? by nationals of other member countries or legal persons constituted or 
otherwise organized under the law of a member country.‘ In that case the com- 
mercial presence is considered to be a foreign service supplier and therefore pro- 
tected by Art XVII GATS. In the same way Art 24 (5) OECD MC protects enter- 
prises that are at least partially owned or controlled by shareholders resident in the 
other contracting state.*® For the application of Art 24 (5) OECD MC even a mi- 
nority shareholding ofa resident of the other contracting state is sufficient, whereas 
the GATS requires a majority shareholding or effective control. As a result, both 
provisions are protecting enterprises with foreign shareholders against discrimi- 
nation. 


3. Influence on Taxation 


First of all, Art 24 OECD MC covers taxes on income and capital (Art 2 (2) 
OECD MC). For the purpose of this article these taxes are referred to as direct 
taxes.4? However, the non-discrimination provision of the OECD MC is not re- 
stricted to direct taxes, as Art 24 (6) OECD MC explicitly extends the scope to 
taxes of every kind. Asa result, Art 24 OECD MC is also applicable to value added 
taxes, excise taxes and tariffs. Furthermore, every other charge or duty levied by 





43 Art. XXVIII:d GATS 

44 Haslinger/Petritz, in Lang/Schuch/Staringer (eds.) Die Diskriminierungsverbote im Recht 
der Doppelbesteuerungsabkommen, 362. 

45 See Koehler, Das Allgemeine Ubereinkommen iiber den Handel mit Dienstleistungen 
(GATS) 99. 

46 A legal person is “owned” by persons of a member country if more than 50 per cent of the 
equity interest in it is beneficially owned by persons of that member country. In addition, a 
legal person is “controlled” by persons of a member country if such persons have the power 
to name a majority of the directors or otherwise to legally direct its actions (Art XXXVIII:n 
GATS). 

47 Furthermore Art XXVIII:n:ii GATS requires that the legal person is engaged in substantive 
business operations in the territory of that member country or any other member country. 

48 See Vogel, Double Tax Conventions, Art 24 mn 160 et seq. 

49 Of course, the author is aware that the Commentary of the OECD MC states that the term 
“direct taxes” should be avoided, as it is far too imprecise (OECD MC Commentary, Art 2 
mn 2). 
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a state, despite how they are named, falls under Art 24 OECD MC, to the extent 
no equivalent direct services of the state is rendered.*° 


_ Compared to the non-discrimination provision of Art 24 OECD MC, the na- 
tional treatment clauses of GATT and GATS are in the first instance related to 
charges on transfer and to indirect tax measures.*! The GATT refers to duties, taxes 
and other charges, which covers quite a wide range of levies. However, fees and 
other charges of whatever character other than import or export duties and other 
taxes within the purview of Art III] GATT, which are commensurate with the cost 
of services rendered by a state are allowed, as long as they do not represent indirect 
protection of domestic products or a taxation of imports or exports for fiscal pur- 
poses (Art VIII:1:a GATT). Furthermore, it must be emphasized that rendered serv- 
ices and charges must be in an equivalent correlated relationship to hinder member 
countries circumventing eliminated trade barriers via excessive charges on serv- 
ices.** Therefore, it would infringe the GATT, if charges as compensation for ren- 
dered services were calculated only on the basis of the value of imported goods.*? 


As already mentioned, in addition to services the service suppliers are also cov- 
ered by the non-discrimination provisions™ of the GATS. As service suppliers are 
regularly tax subjects of direct tax measures, direct taxes are in principle also within 
the scope of the GATS.°> Also, foreign direct investments are covered, insofar as 
commercial presence for the delivery of services such as branches or subsidiaries, 
are involved. 


While it is clear that direct taxes are covered by the national treatment provision 
of the GATS, it is still disputed to what extent direct taxation is covered by the 
GATT. 


50 Debatin/Wassermeyer, Doppelbesteuerung, Art 24 mn 104. 

5! For the differentiation between “direct taxes”, “import charges” and “indirect taxes” in the 
WTO Agreements see Footnote 59 of the Agreement on Subsidies and Countervailing Meas- 
ures. “Direct taxes” means taxes on wages, profits, interests, rents, royalties, and all other 
form of income, and taxes on the ownership of real ownership. The term “import charges” 
means tariffs, duties, and other fiscal charges not elsewhere enumerated in this note that are 
levied on imports. The term “indirect taxes” means sales, excise, turnover, value added, fran- 
chise, stamp, transfer, inventory and equipment taxes, border taxes and all taxes other than 
direct taxes and import charges. 

52 See Schén, R/W 2004, 53. 

53 See Appellate Body Report, Argentina — Measures affecting Imports of Footwear, Textiles, 
Apparel and other Items, WT/DS56/AB/R, adopted on 22 April 1998. 

‘4 National Treatment (Art X VII GATS) and Most-Favoured-Nation Treatment (Art II GATS). 

5S Furthermore, Art XXVIII:o GATS provides a definition of direct taxes: “direct taxes” com- 
prise all taxes on total income, on total capital or on elements of income or of capital, in- 
cluding taxes on gains from the alienation of property, taxes on estates, inheritances and 
gifts, and taxes on the total amounts of wages or salaries paid by enterprises, as well as taxes 
on capital appreciation.” Hence, even more direct taxes are covered by the GATS than by 
Art 2 OECD MC, see Haslinger/Petritz, in Lang/Schuch/Staringer (eds.) Die Diskriminie- 
rungsverbote im Recht der Doppelbesteuerungsabkommen, 366. 

56 See Bartholet, Archiv fiir Schweizerisches Abgabenrecht (2003/2004) 357. 
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Without going into details, but since the decisions in the FSC/ETI cases?’ it 
should be more or less clear that Art III GATT is also applicable to direct tax meas- 
ures, at least to a certain extent.°* In particular, direct tax measures have to fulfil 
the national treatment obligations of Art III GATT as far as the tax under consid- 
eration is levied on the profits arising from import transactions.°? 


But, however, even the very broad scope of the national treatment obligation 
of the GATS concerning direct taxes is in fact limited by two major exceptions: 
First, member countries are allowed to adopt and apply measures that are incon- 
sistent with the national treatment principle, if the different treatment is aimed at 
ensuring the equitable or effective imposition or collection of direct taxes in respect 
of services or service suppliers of other member countries (Art XIV:d GATS). 
The provision primarily intends to safeguard the different tax treatment in respect 
of unlimited and limited tax liability®! from being classified as discrimination and 
infringement of the national treatment obligation.°” However, there is no justifica- 
tion for measures constituting arbitrary or unjustifiable discrimination or disguised 
restrictions on trade in services (Art XIV GATS).® Second, the national treatment 
obligation is not applicable with respect to measures that fall within the scope of 
an international agreement between member countries relating to the avoidance of 
double taxation (Art XXII:3 GATS). This provision exempts countries from the 
obligation to provide national treatment for measures that fall under a double tax 
treaty.°* Because of the two exceptions, the national treatment principle of the 
GATS has in fact only a very limited scope concerning direct taxation.® 


57 Article III:4 of the GATT 1994 applies to measures conditioning access to income tax ad- 
vantages in respect of certain products, see Panel Report, United States — Tax Treatment for 
“Foreign Sales Corporations”, WT/DS108/RW, adopted 29 January 2002, as modified by 
the Appellate Body, WT/DS108/AB/RW. 

58 Fora detailed analysis, see Van Thiel, General Report, in Lang/Herdin/Hofbauer (eds.) WTO 
and Direct Taxation (2005); Lennard, The GATT 1994 and Direct taxes: Some national Treat- 
ment and Related Issues, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation (2005) 
76 et seq; Hofbauer, Die Anwendbarkeit des Art I GATT auf direkte Steuern, eco/ex 2005, 
467 et seq; Schén, RJW 2004, 53; Selmrod/Avi-Yonah, How Should Trade Agreements Deal 
With Income Tax Issues? Tax Law Review 2002, 533 (536 et seq). 

59 See Hofbauer, in Gassner/Lang/Schuch/Staringer (eds.) Die Verteilung der Besteuerungs- 
rechte zwischen Ansdssigkeits- und Quellenstaat im Recht der Doppelbesteuerungsabkom- 
men, 65. 

60 The measures covered are listed in footnote 6 to Art XIV:d GATS. 

61 Such as levying withholding taxes on source income, which is subject to limited tax liability. 

62 See Hofbauer, in Gassner/Lang/Schuch/Staringer (eds.) Die Verteilung der Besteuerungs- 
rechte zwischen Ansdssigkeits- und Quellenstaat im Recht der Doppelbesteuerungsabkom- 
men, 70. 

63 The exception is, for example, not applicable, if service suppliers that are supplying services 
through domestic subsidiaries or branches, are treated less favourably than domestic service 
suppliers in respect of tax bases or rates, see Bartholet, Archiv fiir Schweizerisches Abga- 
benrecht (2003/2004) 380. 

64 See Schon, RIW 2004, 52. 

65 See Petritz, National Report Austria, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Tax- 


ation, 133 (153). 
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I1l. Determination of Discrimination 


1. Comparison and Discriminatory Treatment 


In general, discrimination must be considered as different (tax) treatment of 
objective comparable facts. Non-discrimination provisions operate through com- 
parison and therefore which facts have to be compared is decisive. In particular, it 
must be examined which measures are considered as discriminatory. As already 
mentioned above, Art III GATT refers to the comparability of goods.°’ Imported 
products must not be treated less favourably than like domestic products. For the 
question, which products must be considered like products, the existing case law 
must be examined, as the GATT does not provide an explicit definition.®* It is 
obvious that the national treatment provision of Art II| GATT prohibits discrimi- 
nation through border measures or internal domestic rules that explicitly refer to 
the origin of products. But additionally, Art I[| GATT can be applicable also to 
origin-neutral measures and in that respect covers de facto indirect or implicit dis- 
crimination to a certain extent. The question is whether origin-neutral non-protec- 
tive measures using objective criteria for differentiation can infringe Art II] GATT, 
if like foreign products are only discriminated de facto. In line with some Panel 
decisions one might argue that for the determination of the “likeness” of goods, 
which are covered by a particular tax measure, the aims and effects of the respective 
tax measure must also be considered, especially if the (tax) measure intends pro- 
tection of domestic production.°” However, according to recent Panel decisions, 
the “likeness” of products must not be decided with reference to subjective motives 
(“aims and effects”) underlying a (tax) measure, as Art II]:2 GATT does not refer 
to these criteria.”? Therefore, de facto discriminatory measures concerning like 
products are only legitimate, if covered by Art XX GATT, which excepts certain 
measures of public interest from the GATT. However Art XX GATT provides only 
few criteria for public interest, and in any case measures may not constitute arbi- 
trary or unjustifiable discrimination or a disguised restriction of national treat- 
ment. ’! 


66 Debatin/Wassermeyer, Doppelbesteuerung Kommentar, Art 24 mn 1; Van Raad, Nondis- 
crimination, 89 et seq. 

6? See II. Structure of the Non-Discrimination Principles. 

68 See Berrisch, in Prie®/Berrisch (eds.) W7O-Handbuch, 85 et seq. 

6? See Panel Report, United States — Measures Affecting Alcoholic and Malt Beverages, adopt- 
ed 19 June 1992, BISD 39S/206. The state of Minnesota introduced a special tax rate in 
favour of small and medium- sized beer breweries. As more large breweries undertake cross- 
border distribution, the measure has a more negative effect on foreign breweries than on the 
small domestic ones. Therefore, the Panel ruled that the measure aims at the protection of 
domestic production. 

70 Appellate Body Report, Japan — Alcoholic Beverages, WT/DS58/AB/R, WT/DS10/AB/R, 
WT/DS11/AB/R, adopted | November 1996. 

7! See IIL. 2. Justifications. 
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Furthermore, Art III:2 GATT prohibits different treatment of imported products 
and unlike domestic products. Imported and domestic products are comparable, if 
imported and domestic products are in an actual or potential competitive relation- 
ship.’* But unlike the assessment in the case of like products, it is clear that meas- 
ures must intend protection of the domestic production to be considered discrim- 
inatory under Art III:2 GATT.’3 However, in my opinion, according to a teleolog- 
ical interpretation protectiveness of measures should also be a requirement in the 
case of like products, as the prohibition of protective measures must be considered 
as the main purpose of Art III] GATT, as stated in Art III:1 GATT. Otherwise, the 
complicated distinction between like or only competitive goods would be decisive 
as to whether the criterion of protectiveness must be fulfilled to infringe the na- 
tional treatment obligation.” 


In comparison, Art 24 OECD MC follows a formal approach strictly limited to 
the wording and hence only covers discrimination that differentiates on the basis of 
criteria that are explicitly mentioned in the non-discrimination provisions. Therefore, 
Art 24 OECD MC covers only overt discrimination (“hidden discrimination” is not 
prohibited).’> In particular, discrimination on the grounds of nationality can only be 
considered, if only nationality is the decisive criterion for the taxpayer’s being treated 
less favourably under domestic law.’° There it is no violation or infringement of the 
prohibition against discrimination on the grounds of nationality if a state bases a 
favourable tax position on a criterion or a combination of several criteria, which prac- 
tically can be fulfilled as a rule only by nationals of that state, as long as nothing 
refers directly to nationality.’’ In the case of legal persons, only Art 24 (1) OECD 
MC is applicable, if discrimination is linked to the law under which the legal person 
was established.’ Furthermore, Art 24 OECD MC does not cover indirect or implicit 
discrimination either, as discrimination against persons, which are not directly pro- 
tected by Art 24, are not covered.” Therefore, e.g. tax disadvantages for contracting 
partners of a foreign permanent establishment do not infringe the non-discrimination 
rule protecting foreign permanent establishments (Art 24 (3) OECD MC). 


Concerning services, member countries are obliged not to treat foreign serv- 
ices or service suppliers less favourably than like domestic services or service 
suppliers (Art XVII GATS). Again, the GATS does not explicitly define “like- 
ness” either, but for the determination one might refer to the same criteria as 
under the GATT.®°® Service suppliers are treated as like service suppliers, if they 





72 See Appellate Body Report, Korea — Taxes on Alcoholic Beverages, WT/DS75/AB/R, WT/ 
DS84/AB/R, adopted 18 January 1999; Panel Report, Chile — Taxes on Alcoholic Beverages, 
WT//DS87/R, DS110/R, 16 June 1999. 

73 See Bartholet, Archiv fiir Schweizerisches Abgabenrecht (2003/2004) 376. 

74 See Schon, RIW, 2004 56. 

75 See Rust, in Vogel/Lehner (eds.) Doppelbesteuerungsabkommen, Art 24 mn 5. 

76 See Debatin/Wassermeyer, Doppelbesteuerung, Art 24 mn 16. 

77 See Vogel, Double Taxation Conventions, Art 24 mn 29. 

78 See Rust, in Vogel/Lehner (eds.) Doppelbesteuerungsabkommen, Art 24 mn 5S. 

79 See Rust, in Vogel/Lehner (eds.) Doppelbesteuerungsabkommen, Art 24 mn 5, 

80 Pitschas, in PrieB/Berrisch (eds.) WTO-Handbuch, 512 et seq. 
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supply like services.*! Hence, foreign service suppliers rendering the same serv- 
ices as domestic service suppliers must be compared with each other. For the 
purpose of that comparison domestic service suppliers must be considered serv- 


ice suppliers that are resident in the restricted member country. Hence, resident . 


domestic service suppliers must be compared with foreign service suppliers that 
are just not resident in the restricted member country.** This comparison is quite 
different from Art 24 (1) OECD MC, as the latter provision only prohibits dis- 
crimination if the respective criteria are linked to nationality. Furthermore, Art 


| 


24 (1) OECD MC explicitly requires the existence of same circumstances, in 


particular concerning residence. 


Compared to the non-discrimination provision of OECD MC, which protects | 


foreign-owned enterprises (Art 24 (5) OECD MC), the national treatment pro- 
vision of the GATS provides a broader scope. Art 24 (5) OECD MC prohibits 
only less favourable treatment of foreign-owned enterprises, but does not pro- 
hibit a state from imposing discriminatory taxes on the non-resident sharehold- 
ers of such an enterprise.** For example, levying withholding taxes on dividends 
paid to foreign shareholders on a gross amount, which might lead to a higher 
overall tax burden compared to the levy on a net-basis for domestic sharehold- 
ers, does not infringe the non-discrimination clause of Art 24 (5) OECD MC. 
In contrast, the national treatment obligation of the GATS also prohibits less 
favourable treatment of foreign shareholders, as every modification of condi- 
tions of competition for foreign services or service suppliers in favour of the 
domestic side is prohibited. However, this quite broad potential scope of na- 
tional treatment under GATS is extremely limited by various justifications for 
different treatment, which are in fact provided to safeguard the differentiation 
between unlimited and limited tax liability from being classified as discrimina- 
tion (Art XIV:d GATS).*4 


National treatment rules of the GATT and GATS prohibit less favourable treat- 
ment, if facts can be considered to be similar or at least comparable. Art IIIT GATT 
does not require a special tax system or prohibits different methods for calculation 
of taxes concerning foreign and domestic products, as equal treatment is not re- 
quired. Different measures only infringe Art II] GATT if they result in discrimi- 
nation of foreign products.** For instance, different tax assessment procedures for 
imported and domestic goods are forbidden, if the procedures lead to different tax 


*! Panel Report European Communities — Regime for the Importation, Sale and Distribution 
of Bananas, WT/DS27/R/ECU, adopted 22 May 1997; Haslinger/Petritz, in Lang/Schuch/ 
Staringer (eds.) Die Diskriminierungsverbote im Recht der Doppelbesteuerungsabkom- 
men, 368. 

#2 Haslinger/Petritz, in Lang/Schuch/Staringer (eds.) Die Diskriminierungsverbote im Recht 
der Doppelbesteuerungsabkommen, 369. 

83 Vogel, Double Taxation Conventions, Art 24 mn 164. 

84 See III. 2. Justifications. 

85 See Panel Report, Japan — Custom Duties, Taxes and Labelling Practices on Imported Wines 
and Alcoholic Beverages, adopted 10 November 1987, BISD 345/83; Berrisch, in PrieB/ 
Berrisch (eds.), W7O-Handbuch (eds.) 90. 
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or interest burden.*° For the GATS as well only less favourable treatment is pro- 
hibited. It is irrelevant whether the treatment is formally identical or formally dif- 
ferent compared to the treatment of domestic services or service suppliers, as long 
as the conditions of competition are not distorted in favour of the domestic side 
(Art XVII:2 and :3 GATS). 


With regard to determining discrimination under Art 24 OECD MC, a distinc- 
tion must be made between the principles of non-discrimination provided by par- 
agraph | and 5, on the one side, and paragraph 3, on the other side.*’ Art 24 (1) 
OECD MC prohibits more burdensome as well as different tax treatment for for- 
eign nationals who are in the same circumstances. Art 24 (5) protects enterprises 
with foreign shareholders from discriminatory treatment compared to similar en- 
terprises with domestic shareholders. Both provisions are triggered, if different 
provisions — such as tax base, tax rate, procedures or even formalities — are provided 
for. Hence, they cover the entire relation between state and taxpayer. For the ap- 
plication of Art 24 (1) and (5) OECD MC it is not essential that the different treat- 
ment in fact leads to a higher tax burden, as merely the possibility that the different 
treatment could result in disadvantages for the foreign national or the foreign- 
owned enterprise is sufficient.’ In comparison, Art 24 (3) only prohibits less fa- 
vourable treatment of a permanent establishment of an enterprise of another con- 
tracting state. Hence, only more burdensome taxation is prohibited. Other meas- 
ures or different taxation are not prohibited as long as they do not result in a higher 
tax burden. Other obligations, such as procedural requirements, are not covered. 
If the taxation procedure applied to permanent establishments differs from that 
applied to domestic enterprises, this does not violate paragraph 3 of Art 24 OECD 
MC, as long as it does not result in a higher tax burden for the foreign party.*? 


2. Compensation of Advantages 


For the determination of discrimination it is also relevant, whether it is allowed 
to take potential advantages granted by the other contracting state into considera- 
tion and to compensate the discriminatory treatment in that respect with measures 
of the other contracting state. In general, Art 24 OECD MC prohibits less favour- 
able treatment by the contracting state that is applying its taxing rights. To deter- 
mine whether special taxation is discriminatory or not, the tax system of one con- 
tracting state must be examined isolated from the tax system of the other contract- 
ing state. Hence, it is irrelevant for assessing discrimination whether the less fa- 





86 Panel Report, Argentinia — Measures Affecting the Export of Bovine Hides and Import of 
Finished Leather, 16 February 2001, WT/DS155/R; Bartholet, Archiv fiir Schweizerisches 
Abgabenrecht (2003/2004) 367. 

87 Art 24 (2) OECD MC provides in this respect for the same regulation as paragraph 1, hence 
paragraph 2 is not explicitly mentioned. 

88 See Debatin/Wassermayer, Doppelbesteuerung, OECD MC Art 24 mn 20 and 98; Rust, in 
Vogel/Lehner (eds.) Doppelbesteuerungsabkommen, Art 24 mn 42 and 162. 

89 See Vogel, Double Taxation Conventions, Art 24 mn 126. 
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vourable treatment is equalized by measures of the other contracting state and 
therefore does not result in a higher overall tax burden. 


A similar mechanism can be found in the GATT in respect of border tax adjust- 
ments. According to Art Il:2:a GATT, a member country is allowed to levy an 
equivalent charge to an internal tax imposed on like domestic products or on arti- 
cles from which the imported product has been manufactured or produced in whole 
or in part. This border tax adjustment is exempt from the national treatment prin- 
ciple of Art Il GATT in order to equalize the tax burden for imported and domestic 
goods. To achieve a level playing field for competition between domestic produced 
and imported products border tax adjustments must replace the domestic tax bur- 
den. In particular, the border tax adjustment must not exceed the level of domestic 
taxes levied on like or competitive domestic products. Furthermore, for levying 
charges equivalent to internal taxes the importing state must not take the foreign 
tax system — to be precise, the foreign tax burden — into consideration. Hence, 
border tax adjustments cannot be constructed by making reference to foreign taxes 
already levied on imported products, as a member country is only permitted to 
equalize the tax burden for imported products and is not allowed to export its own 
tax system structure by making a distinction between foreign tax burdens.’ Fur- 
thermore, by differentiating between foreign tax burdens for levying border taxes 
a state would infringe the most-favoured-nation obligation embodied in Art I 
GATT.”! 


In conclusion, it can be stated that for the assessment of discrimination the 
GATT and the OECD MC restrict the focus on the domestic tax system of the 
discriminatory state. Potential tax advantages or even disadvantages resulting from 
the foreign tax system may not be taken into consideration. 


3. Justification 


Even discriminatory treatment does not necessarily infringe non-discrimination 
or national treatment provisions, if the discriminatory treatment can be justified 
on reasonable grounds. 


In this respect, the OECD MC follows a very formal approach for the determi- 
nation of discrimination. Any differentiation that does not correspond to the criteria 
provided in Art 24 OECD MC is prohibited. Art 24 OECD MC does not t provide 
any room for justification of the differentiation by objective reasons.” Hence, 
Art 24 OECD MC establishes an “absolute” ban on discrimination, irrelevant of 
the underlying purposes of the different treatment.’> However, infringement of 
non-discrimination rules can also be avoided by restricting the scope by denying 


% Schén, R/W 2004, 54. 

°! See Contracting Parties Report, Belgian Family Allowances (Allocation Familiales) adopted 
7 November 1952. 

9 See Avery Jones et al., European Taxation 1991, 345. 

3 See Vogel, Double Taxation Conventions, Art 24 mn 37a; Rust, in Vogel/Lehner (eds.) Dop- 
pelbesteuerungsabkommen, Art 24 mn 60. 
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the similarity or comparability of the fact pattern,?* which leads to the same result 
as a justification. Indeed, there are quite good reasons for denying justifications in 
the OECD MC. First, the non-discrimination provision of Art 24 MC is interpreted 
in a very narrow manner according to its wording and therefore, does not prohibit 
covert discrimination or indirect discrimination. Hence, the provision should not 
be further limited by means of justification. Furthermore, the non-discrimination 
rule of the OECD MC is not essentially meant to distribute taxing rights and prevent 
tax evasion, which must be considered as the primary goal pursued via double tax 
treaties.”> However, for an effective shelter against non-discrimination one might 
argue that it would be preferable to broaden the scope and at the same time give 
more room for justifying certain differences in treatment. 


As already mentioned, the national treatment provisions of the GATT and 
GATS have a much broader scope and prohibit any less favourable treatment of 
imported goods and services rendered cross-border or foreign service suppliers. In 
particular, covert or de facto discrimination is also prohibited. As a logical conse- 
quence, the GATT and GATS give more room for justifications of different (less 
favourable) treatment. First, discrimination between imported products and unlike 
domestic products, which are actually or potentially competitive, must at least ex- 
ceed the de minimis level.°® Furthermore, Art XX GATT and Art XIV GATS ex- 
clude certain measures of public interest from the GATT and GATS, which can be 
considered as justifications for less favourable treatment of imported products or 
services rendered cross-border. However, it must be kept in mind that neither article 
protects against arbitrary or unjustifiable discrimination or disguised restrictions 
on international trade from being characterized as infringement of the obligations 
embodied in the agreements. The latter constraint should prevent abuse of the pro- 
vided justifications?’ and can be considered as a “principle of good faith”.?* 


As already mentioned, a different treatment under GATS is also justified, if it 
is aimed at ensuring the equitable or effective imposition of direct taxes in respect 
of services and service suppliers of other member countries (Art XIV:d GATS). 
Therefore, differentiations between unlimited and limited tax liability do not in- 
fringe the national treatment obligation of the GATS.” In the same way, the non- 
discrimination provision of the OECD MC does not prohibit the above-mentioned 
differentiation, as certain allocation rules of the OECD MC are based on that dif- 
ferentiation!°° and as taxpayers subject to unlimited tax liability and limited tax 
liability are generally not in the same circumstances regarding their residence. !! 





%4 Rust, in Vogel/Lehner (eds.) Doppelbesteuerungsabkommen, Art 24 mn 4. 

95 See Vogel, Double Taxation Conventions, Art 24 mn Sa; Rust, in Vogel/Lehner (eds.) Doppel- 
besteuerungsabkommen, Art 24 mn 18. 

% See e.g. Panel Report Chile-Taxes on Alcoholic Beverages, 16 June 1999, WT/DS/87/R, 
DS110/R. 

97 See Berrisch, in PrieR/Berrisch (eds.) WTO-Handbuch, 150 et seq. 

98 Appellate Body, United States — Shrimp, adopted 22 October 2001, WT/DSS8/AB/R. 

99 See Hofbauer, in Gassner/Lang/SchuclyStaringer (eds.) Die Verteilung der Besteuerungsrechte 
zwischen Ansdssigkeits- und Quellenstaat im Recht der Doppelbesteuerungsabkommen, 70. 

100 See Avery Jones et al., European Taxation 1991, 311. 

101 See Vogel, Double Taxation Conventions, Art 24 mn 29a. 
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4. Reciprocity 


The Commentary of the OECD MC states that the non-discrimination rule is 
subject to reciprocity.'"* In the wording of Art 24 (1) OECD MC there is no indi- 
cation of such a principle of reciprocity,'®> but general principles of international 
law indicate that a contracting state may “withdraw” its commitment to observe 
the rule of non-discrimination if the other contracting state in turn discriminates.'™ 
But this reciprocity is only a “formal” one, which means that the duty under the 
treaty to observe the rule of non-discrimination falls on both contracting states 
equally.'®° Nevertheless, the reciprocity requirement should not be understood as 
meaning that contracting states are obliged to ensure that their nationals bear an 
equally heavy (or light) tax burden. ' 


As the GATT and GATS are multilateral agreements the principle of reciprocity 
is not applicable in the case of a dispute between member countries. A member 
country may only refer to the dispute settlement rules provided by the WTO Agree- 
ments. 


IV. Conclusions 


Non-discrimination provisions of double tax treaties and national treatment 
provisions of the GATT and GATS show some similarities, but even more differ- 
ences. National treatment in the GATT and GATS mainly focuses on the goods 
and services traded cross-border, whereas non-discrimination provisions of double 
tax treaties make their first reference to the taxpayers as tax subjects. Therefore, 
in particular in respect of direct tax measures the scope of Art III GATT compared 
to the non-discrimination concept of double tax treaties is quite limited, as tax 
measures only have to fulfil the national treatment obligations as far as the tax 
under consideration is levied on the profits arising from import transactions. But 
it must be emphasized that the national treatment obligation of the GATS also cov- 
ers discriminatory treatment of foreign service suppliers. In this respect, the scope 
of the national treatment provision of the GATS and the non-discrimination pro- 
vision of double tax treaties partially overlap and in fact the GATS even provides 
for a national treatment concept, which potentially has a much broader scope than 
double tax treaties. However, the potentially broad scope is in fact extremely lim- 
ited, as GATS provides a wide range of justifications for different treatment and 
explicitly carves out all measures covered by double tax treaties. 


For the determination of discrimination, double tax treaties follow a quite nar- 
row approach compared to the GATT and GATS, as the non-discrimination provi- 
sions of the OECD MC are interpreted literally and therefore do not cover any form 
of indirect and hidden discriminatory treatment. But, on the other hand, once a 


102 Paragraph | mn 1S OECD MC Comm. 

103 See Avery Jones et al., European Taxation 1991, 312. 

104 See Rust, in Vogel/Lehner (eds.) Doppelbesteuerungsabkommen, Art 24 mn 61. 
105 See Vogel, Double Taxation Conventions, Art 24 mn 39. 

106 See Van Raad, Nondiscrimination, 79. 
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measure is covered the non-discrimination concept of the OECD MC, there is no 
room left for justifying different treatment. In contrast, national treatment under 
the GATT and GATS covers more or less all forms of discrimination, since in de- 
termining discrimination all conditions of competition must be compared and all 
measures modifying these conditions in favour of the domestic side are prohibited. 


Because of this potentially broad scope, the GATT and GATS provide for various 
justifications. 


As it is conceivable that discrimination infringes the national treatment princi- 
ple of Art III GATT or Art XVII GATS but does not violate the non-discrimination 
provision embodied in Art 24 OECD MC,!°’ one might argue that the national 
treatment obligations of Art II] GATT and Art XVII GATS supplement the non- 
discrimination concept of the OECD MC. However, if a broader non-discrimina- 
tion principle were desirable for tax measures, it might be appropriate to implement 
a broadened scope of the GATT and GATS in respect of direct tax measures, rather 
than to modify bilateral double tax treaties. 





107 See Hofbauer, in Gassner/Lang/Schuch/Staringer (eds.) Die Verteilung der Besteuerungs- 
rechte zwischen Ansdssigkeits- und Quellenstaat im Recht der Doppelbesteuerungsabkom- 
men, 67. 
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I. Introduction 


In the past years, Most-Favored-Nation Treatment (hereafter MFN) has become 
an important tax issue but discussions among scholars remain controversial. Before 
starting to analyze the different views, it is essential to know what the arguments 
are based on, thus leading us to the question “What is MFN Treatment?” 


One possible way of defining MFN Treatment is as “treatment accorded by the 
granting state to the beneficiary state, or to persons or things in a determined rela- 
tionship with that state, not less favorable than treatment extended by the granting 
state to a third state or to persons or things in the same relationship with that third 
state’”.' In other words, if state A grants a benefit to (the residents of) state B, it 
has to give the same beneficial treatment also to (the residents of) state C.* 


In a tax-based sense, MFN Treatment generally relates to three sources of law:* 
European Community law (hereafter EC law), the laws of the World Trade Organ- 
ization (hereafter WTO) and Double Tax Conventions (hereafter DTCs). 


As to the first source — EC law# — the ruling of the European Court of Justice 
concerning the “D Case”? and consequentially the “Bujara Case’ — the “Test 
Claimants Case”’ and the “De Graaf and Daniels Case’’ are still pending — is 
highly decisive and therefore path breaking for any future discussions. While the 
proponents’ of MFN Treatment deduced the comparability of two taxpayers that 
are subject to limited taxation in one Member State from the EC Treaty’s non- 


| Art. 5 of the Draft Articles on Most-Favoured-Nation Clauses, ILC Report, A/33/10, 1978, 
Chap. II, para. 73. Note: In the following, any translations of German sources are made by 
the author. 

2 See also UNCTAD (ed.) Most-Favoured-Nation Treatment (1999) 5 et seq. 

3 Cf Petritz, Most-Favoured-Nation Treatment — an Infringement of Fundamental Concepts 
in Tax Treaties?, in Stefaner/Ziiger (eds.) Tax Treaty Policy and Development (2005) 220 
(221). 

4 Fora more detailed analysis see Thierrichter, The Most Favoured Nation Principle in WTO 
and EC Law — Similarities and Differences, in this book. 

5 CfECIJ5 July 2005, C-376/03, D. 

6 Cf ECJ 27 October 2005, C-8/04, E. Bujara. 

7 CfECJ C-374/04, Test Claimants in Class IV of the ACT Group Litigation as well as Opinion 
of Advocate General Geelhoed of 23 February 2006, on that matter 
ECJ C-436/05, De Graaf and Daniels. 

9 — Scholars mostly in favour of MFN Treatment within EC law: cf Radler, Most-favoured nation 
Clause in European Tax Law?, EC Tax Review 1995, 66 (67); Schuch, ‘Most favoured nation 
clause’ in Tax Treaty Law, EC Tax Review 1996, 161 (162 et seq.); Schuch, Die Reichweite 
der Diskriminierungsverbote des EG-Vertrags — Gilt im DBA-Recht die Meistbegiinsti- 
gung?, WB 1996, 823 (831 et seq.); Weber, Most-favoured-nation treatment under tax trea- 
ties rejected in the European Community, /ntertax 2005, 429 (429 et seq.); Weber/Spierts, 
The “D Case”: Most-Favoured-Nation Treatment and Compensation of Legal Costs before 
the European Court of Justice, European Taxation 2004, 65 (67 et seq.); De Ceulaer, Com- 
munity Most-Favoured-Nation Treatment: One Step Closer to the Multilateralization of In- 
come Tax Treaties in the European Union?, /BFD Bulletin 2003, 493-502; Van der Linde, 
Some thoughts on most-favoured-nation treatment within the European Community legal 
order in pursuance of the D case, EC Tax Review 2004, 10 (16 et seq.). 
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discrimination rules, the opponents!® denied such a view mainly with respect to 
the reciprocity of bilateral DTCs. After having raised hopes on the proponents’ 
side by Advocate General Ruiz-Jarabo Colomer'', they were soon destroyed by 
the ECJ’s final decision.'? The Court decided that the different treatment of two 
non-residents being subject to limited taxation did not constitute an infringement 
of Articles 56 and 58 EC. It considered the fact that there have not been sufficient 
harmonization measures taken within the European Union, thus resulting in bi- 
lateral DTCs with the aim of avoiding double taxation. On those grounds the 
Court reasoned that it is not valid to focus only on one norm where rather the 
DTC as a whole has to be considered. In the case of MFN Treatment in combi- 
nation with EC law, the opponents’ opinion was strengthened and “chaos” avoid- 
ed, as feared by some.!* 


Since MEN Treatment within EC law turned out to be a dead-end street'4 (at 
least concerning an inbound situation where MFN is applied through a source 


'° Scholars mostly against MFN Treatment within EC law: Vogel, Problems of a Most-Fa- 
voured-Nation Clause in Intra~-EU Treaty Law, EC Tax Review 1995, 264-265; Kemmeren, 
The termination of the ‘most favoured nation clause’ dispute in tax treaty law and the ne- 
cessity of a Euro Model Tax Convention, EC Tax Review 1997, 146 (147 et seq.). 

For an extensive overview of diverging opinions cf Kofler, Most-Favoured-Nation Treat- 
ment in Direct Taxation: Does EC Law provide for Community MFN in Bilateral Double 
Taxation Treaties?, Houston Business and Tax Law Journal 2005, | et seq. (FN 35-39). 

'! Opinion of Advocate General Ruiz-Jarabo Colomer of 26 October 2004, C-376/03, D. 

* For discussions of the ECJ’s rulings in the “D Case” cf: Lang, Das EuGH-Urteil in der 
Rechtssache D. — Gerat der Motor der Steuerharmonisierung ins Stottern?, SW/ 2005, 365; 
Petritz, EwGH: Keine Meistbegiinstigung im DBA-Recht, ecolex 2005, 642; Graaf/Jans- 

sen, The implications of the judgment in the D case: the perspective of two non-believers, 
EC Tax Review 2005, 173; Waters, A Tax Treaty for Europe? Most-Favoured Nation and 
the Outcome of the “D” and Bujara Cases in the European Court of Justice, European 
Taxation 2005, 347; Pistone, National Treatment for All Non-resident EU Nationals: Look- 
ing Beyond the D Decision, /ntertax 2005, 412; O’Shea, The ECJ, the *D* case, double 
tax conventions and most-favoured nations: comparability and reciprocity, EC Tax Review 
2005, 190; Van Thiel, A Slip of the European Court in the D case (C-376/03): Denial of 
the Most-Favoured-Nation Treatment because of Absence of Similarity?, /ntertax 2005, 
454: Rédder/Schénfeld, Meistbegiinstigung und EG-Recht: Anmerkung zu EuGH vom 
5.7.2005, C-376/03 (“D”), /StR 2005, 483, /StR 2005, 523; Raventos-Calvo, The Most- 
Favoured-Nation Clause and the Outcome of the “D” and Bujara Cases in the European 
Court of Justice: Introduction, European Taxation 2005, 336; Sheppard, The ECJ’s Com- 
mon Sense in the D Case, Tax Notes International 2005, 203; Thémmes, A Tax Treaty for 
Europe: An Independent View under EU Law, European Taxation 2005, 343; Weber, Dif- 
ferences between Tax Treaties: Prohibited Discrimination?, European Taxation 2005, 339; 
Lyal, The Position Taken by the Commission in Case C-376/03 D. v. Belastingdienst, Eu- 
ropean Taxation 2005, 340, Morton, CFE Forum 28 April 2005 ~ Summary Report, Eu- 
ropean Taxation 2005, 331. 

13. ©fWolvers, Tax Treaties and Most-Favoured-Nation Treatment in the European Community, 

European Taxation 2005, 255 (257). 

\4 Note: This position was also taken by the Austrian senate of second instance in tax matters 
a few days before the ECJ released its decision in the “D Case”. Cf: Hofbauer, UFS verneint 
die Geltung der Meistbegiinstigung im Europarecht, SW/ 2005, 376. 
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state by comparing two non-residents!>), an “additional focus [is placed] on the 
MEN clauses already embedded in bilateral tax treaties and in other sources of law, 
such as the General Agreement on Tariffs and Trade”.!° Both aspects, namely MFN 
Treatment in WTO and DTC law, will be addressed in the following chapters. 


II. Most-Favored-Nation Treatment in WTO Law 


“[ T]he concept of MFN Treatment originated in World Trade Organization law!’ 
(international trade policy and agreements).”’!* It can be traced to the eleventh cen- 
tury, where the town of Mantua/Italy was guaranteed all privileges granted to what- 
soever town by the Holy Roman Emperor, Henry ///.'? Even though “initially MFN 
Treatment was very much a form of discrimination as only a few nations benefited 
from [it], over time the generalization of MFN obligations, particularly as a result of 
the GATT, [transformed it] into a principle of non-discrimination and equal treat- 
ment.”?° “[Nowadays] WTO treaties prescribe [...] such an [MFN] Treatment and 
it is viewed as the cornerstone for economic liberalization in the world.””! 


1. General Agreement on Tariffs and Trade (GATT) 


MEN Treatment is to be found in Art. | GATT”, stating “With respect to cus- 
toms duties and charges of any kind imposed on or in connection with importation 
or exportation or imposed on the international transfer of payments for imports or 
exports, and with respect to the method of levying such duties and charges, and 
with respect to all rules and formalities in connection with importation and expor- 
tation, and with respect to all matters referred to in paragraphs 2 and 4 of Article 





'S Questions remain concerning MFN in outbound situations or MFN in the form of Commu- 
nity preference. In this regard cf Kofler, Das Ende vom Anfang der gemeinschaftsrechtlichen 
Meistbegiinstigung, OStZ 2005, 432 (438). Furthermore, in the opinions of Thémmes, EG- 
Recht und Meistbegiinstigung, /WB 2005, 695 (701) and Hofbauer, DBA-Diskriminierungs- 
verbote und gemeinschaftsrechtliche Grundfreiheiten — Meistbegiinstigung, in Lang/ 
Schuch/Staringer (eds.) Die Diskriminierungsverbote im Recht der Doppelbesteuerungsab- 
kommen (2006) 289 (318), there is still room for MFN Treatment even after the rulings of 
the ECJ in the “D Case”, provided that certain conditions are met. 

16 Kofler/Schindler, “Dancing with Mr. D”: The ECJ’s Denial of Most-Favoured-Nation Treat- 
ment in the “D” case, European Taxation 2005, 530 (540). 

17 In the following MFN Treatment in the GATT and the GATS will be analyzed. However, it 
can also be found in other parts of WTO law, like e.g. Art. 4 TRIPS or Art. III GPA. 

[8 Wolvers, European Taxation 2005, 255. 

19 Cf Davey/Pauwelyn, MFN Unconditionality: A Legal Analysis of the Concept in View of 
its Evolution in the GATT/WTO Jurisprudence with Particular Reference to the Issue of 
“Like Product”, in Cottier/Mavroidis (eds.) Regulatory Barriers and the Principle of Non- 
Discrimination in World Trade Law (2000) 13 (13). 

20 Davey/Pauwelyn, in Cottier/Mavroidis (eds.) Regulatory Barriers and the Principle of Non- 
Discrimination in World Trade Law, 13 et seq. 

21 Weber, /ntertax 2005, 444. 

22 In this regard, see also Schyle, Most Favoured Nation Treatment in Tax Matters in the GATT, 


in this book. 
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III, any advantage, favor, privilege or immunity granted by any contracting party 
to any product originating in or destined for any other country shall be accorded 
immediately and unconditionally to the like product originating in or destined 
for the territories of all other contracting parties”*’ (emphasis made by the author). 


By analyzing the rule in paragraph | leg cit, it can be found that there are four 
prerequisites for a measure in order to constitute an infringement of MFN Treat- 
ment:** First, it has to be within the scope of Art. I:1 GATT; Second, it represents 
an advantage, favor, privilege or immunity according to Art. I:1 GATT; Third, the 
preferential goods and the goods expecting a favored treatment are alike; and Forth, 
the advantaged treatment was not extended immediately and unconditionally. 


2. General Agreement on Trade in Services (GATS) 


Another source of MFN Treatment within WTO law is Art. II GATS?* which 
states: “With respect to any measure covered by this Agreement, each Member 
shall accord immediately and unconditionally to services and service suppliers of 
any other Member treatment no less favorable than that it accords to like services 
and service suppliers of any other country”*° (emphasis made by the author). 


The MEN provision in the GATS builds a counterpart to the one given in the 
GATT. However, there is a structural difference because the GATS refers to 
“services and service suppliers”, the GATT only to “goods” but not “manufac- 
turers and suppliers of goods”.*’ The reason for this alteration is that in two cases, 
namely “commercial presence” and “presence of natural persons”,** the GATS 
requires a border crossing of the service supplier.?? By including them in the 
wording of the MFN clause, service suppliers are also protected against discrim- 
inating measures when compared to like foreign suppliers from other (third) 
countries.*° In any other case, a complete MFN Treatment without gaps could 
not be ensured.*! 


3 Art. I:1 GATT. 

24 Cf Berrisch, in PrieB/Berrisch (eds.) W7O-Handbuch (2003) 99. 

25 In this respect, see also Falzon, Most-Favoured-Nation Treatment in the GATS and its Effect 
on Direct Taxation, in this book. 

26 Art. Il:1 GATS. 

27 Cf Van Thiel, General Report, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation 
(2005) 13 (35). 

28 Note: Art. 1:2 GATS lists four modes of services. Besides the two already mentioned (lit. c 
and d leg cit), there are also lit. a leg cit “cross-border supply” and lit. b leg cit “consumption 
abroad”. 

29 Cf Hofbauer, Das Prinzip der Meisthegiinstigung im grenziiberschreitenden Ertragsteuer- 
recht (2005) 72. 

30 Pitschas, in PrieB/Berrisch (eds.) W7O-Handbuch, 511. 

31 Cf Hofbauer, Die abkommensrechtliche Verteilung der Besteuerungsrechte zwischen An- 
sdssigkeits- und Quellenstaat aus WTO-rechtlicher Sicht, in Gassner/Lang/Schuch/Staringer 
(eds.) Die Verteilung der Besteuerungsrechte zwischen Ansdssigkeits- und Quellenstaat im 
Recht der Doppelbesteuerungsabkommen (2005) 49 (77). 
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The clause concerning MFN Treatment in Art. Il:1 GATS consists of three 
facts:** First, all measures within the scope of the GATS; Second, services and 
service suppliers of other WTO members; And third, like services and service sup- 
pliers of other countries. The two legal consequences that lie therein are to grant 
treatment no less favorable and to grant this sort of treatment immediately and 
unconditionally.*4 


Ill. Most-Favored-Nation Treatment in DTC Law 


“Few aspects of national sovereignty are guarded more closely than a country’s 
fiscal system, both as it applies within its own borders and in cross-border trans- 
actions.”*4 This is also the reason why not even trade blocks, like the European 
Union, have reached harmonization concerning (direct) taxes within their borders 
so far. As a consequence, tax jurisdictions differ quite a lot from country to country, 
leading to great problems in cross-border situations. Up to the point, those prob- 
lems are generally overcome by means of DTCs that are concluded between two 
contracting states. Bearing this bilateral DTC network in mind, the following ques- 
tion arises: What is the relation of DTCs regarding third states? In other words, 
what about MFN Treatment in DTC law? 


1. Lacking Rule in the OECD Model Convention and its Commentary 


It is often argued that the main feature of DTC negotiation is reciprocity and 
therefore DTCs are to be viewed as a “package deal”, meaning that certain benefits 
are only granted in return for some other advantages (possibly in another area).*° 
This perspective could lead to the conclusion that MFN Treatment has not to be 
taken into account when talking about DTCs, since they are only binding on the 
contracting parties and not on third parties.*° This sort of reasoning was also fol- 
lowed by the 1977 OECD Commentary on Art. 24, stating that “it has always been 
accepted that such an [MFN] clause does not apply in the case of double taxation 
conventions because these are essentially based on the principle of reciprocity.”>’ 
However, despite this objection against MFN Treatment, the OECD Commentary 
has accepted that single states may agree on MFN clauses under specific circum- 
stances.** 


In the 1992 Commentary this remark has been removed without any justifica- 
tion, still neither the OECD Model nor its Commentary refers to such a provi- 





32 Cf Pitschas, in PrieB/Berrisch (eds.) W7O-Handbuch, 511. 

33. Cf Pitschas, in PrieB/Berrisch (eds.) W7O-Handbuch, 511 et seq. 

34 McDaniel, The Impact of Trade Agreements on Tax Systems, Jntertax 2002, 166 (166). 

35 Cf Hofbauer, in Lang/Schuch/Staringer (eds.) Die Diskriminierungsverbote im Recht der 
Doppelbesteuerungsabkommen, 293. 

36 Cf Petritz, in Stefaner/Ziiger (eds.) Tax Treaty Policy and Development, 221. 

37 Art. 24 OECD Commentary 1977, No. 55. 

38 Cf Art. 24 OECD Commentary 1977, No. 55 2"4 sentence. 
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sion.*” According to Van Ende it “seems most unlikely that the deletion of these 
paragraphs [...] should lead to a different understanding of the provision. [Further- 
more,} some kind of general rule of MFN Treatment remains non-existent in in- 
ternational tax law.” 


2. Importance of MFN Treatment in Tax Treaties 


Even though all of what is being stated is quite convincing, reality tells another 
story where MFN Treatment is provided for in quite an astonishing number of 
DTCs. In a survey carried out by Hofbauer, 567 MFN clauses were found in bilat- 
eral tax treaties, including those contained in terminated or not-yet-in-force treaties 
and taking into account that some treaties comprise more than one MFN clause.*! 


In the following, Hofbauer ’ findings as to the historic and geographical dis- 
tribution of MFN clauses will be summarized:*” 


The earliest MFN clause is to be found in the treaty between Japan and Sri 
Lanka (signed in 1967), referring to the source state’s right to tax royalties. Al- 
though Japan and also Brazil were the initiators, MFN clauses were also used in 
treaties between the former Socialist countries and industrialized nations (espe- 
cially the United States). 


Due to the fact that at the time when the 1977 OECD Commentary was pre- 
pared, just over 30 MFN provisions were included in tax treaties, one could argue 
that this issue was indeed only a marginal one and therefore did not require special 
regulations in the OECD Model. However, in the following 15 years the number 
of MEN clauses increased rapidly. Possibly that is why a neutral position was cho- 
sen in the 1992 Commentary. Nevertheless, the major wave of MFN provisions in 
tax treaties can be found in the 1990s. A number of factors could have had an 
impact on this trend, such as the discussion on a possible obligation to MFN Treat- 
ment on the European level or the general increase in the number of DTCs. After 
the turn of the millennium, the interest in MFN clauses declined (note, however, 
that the period under review ts shorter). 


As to the geographical distribution, it can be said that MFN is mostly found in 
treaties between two European states or between a European and an Asian state. 
Illustrated in numbers, this means that out of 1,134 possible treaty partners (567 
clauses), 43.5% account for Europe, 20% for Asia, 12.4% for North America, 
&.7% for Central and South America, 5.7% for the continent of Australia, 5% for 
the Arabic Peninsula and 4.7% for Africa. The leading three countries are Canada, 
the Philippines and New Zealand, respectively. Since the first fifteen countries ac- 
count for 47.3%, it becomes evident that a few countries are very eager or at least 


39 Cf Hofbauer, Most-Favoured-Nation Clauses in Double Taxation Conventions — A World- 
wide Overview, /ntertax 2005, 445 (445). 

40 Van Ende, The Relevance of the Most Favoured Nation Concept in Triangular Situations, in 
Sutter/Zehetner (eds.) Triangular Tax Cases (2005) 439 (443), 

41 Cf Hofbauer, Meistbegiinstigung, 109 et seq. 

42. Cf Hofbauer, /ntertax 2005, 446 et seq. 


258 


The Most-Favored-Nation Principle in WTO and DTC Law 








prepared upon request of the other contracting state to include MFN provisions in 
their tax treaties. 


Nonetheless, as there are no MFN clauses provided for in the OECD Model, 
“there is [...] no uniformity to be found in the application of the principle. [It] can 
differ widely, not only with regard to the wording, but also as to the scope, the 
placing in the DTC and timing issues. Some DTCs contain an MFN provision in 
a separate article or provide for it in the protocol; others have it included in Art. 24 
OECD MC, while still others provide MFN Treatment only for specific articles of 
me DTC [...):* 


In short, it can be concluded that MFN Treatment regarding bilateral DTCs is 
more common than recognized in wide parts of literature, although how and where 
it is implemented varies quite a lot. 


IV. Similarities and Differences concerning Most-Favored- 
Nation Treatment in WTO and DTC Law 
Although at first sight one might guess that MFN Treatment is quite similar in 


WTO and DTC law, not only similarities but also a number of differences can be 
spotted when breaking down the concept into single elements. 


The following subchapters try to serve that purpose by making a comparison 
between MEN Treatment in WTO and DTC law considering the following criteria: 


Objective 

Hierarchy of law 

Text composition and placement of MFN provisions 
Scope . 

Object and subject of comparison 

The concept of discrimination under MFN Treatment 


Characteristics/effects/consequences of MFN provisions. 


1. Objective of MFN Treatment 


The roots of WTO law can be found in Ricardo ’ theory of free trade:*4 If coun- 
tries concentrate on the production of goods where they hold a comparative ad- 
vantage and trade those goods for others where they have a disadvantage, it leads 
to an optimal allocation of resources and therefore results in a universal increase 
in welfare.*> This system of international division of labor requires liberalization 
of international trade.*° That is exactly where WTO law joins in. Besides “aiming 





43 Van Ende, in Sutter/Zehetner (eds.) Triangular Tax Cases, 443. 

44 See e.g. Samuelson/Nordhaus, Volkswirtschaftslehre (1998) 779 et seq. 
45 Cf Tietje, in PrieB/Berrisch (eds.) WTO-Handbuch, 20. 

46 Cf Tietje, WTO — Welthandelsorganisation (2003) XI. 
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at security and predictability in trade relations among contracting parties”,*” 
WTO law tries to remove trade barriers through non-discrimination principles.*® 


One way to counter discrimination is through MFN Treatment which is to be 
found in Art. | GATT and Art. Il GATS. The transparency achieved through MFN 
provisions is believed to allow the purchase of imported goods from the most fa- 
vorable exporter, thus resulting in a promotion of international trade by using com- 
petitive advantages in the most efficient way.*? 


International double taxation*® is a consequence of the fact that, on the one 
hand, most countries tax not only domestic business transactions but also foreign 
ones, provided that a domestic (natural or legal) person collects the benefits there- 
of or, in the case that wealth tax is levied, when foreign assets are owned by do- 
mestic persons (principle of worldwide income taxation). On the other hand, no 
state will renounce to tax business transactions or property assets within its terri- 
tory, even if the benefits are collected by or the assets owned by non-residents 
(principle of source taxation). The conclusion of a treaty resembles a country’s 
own interest in avoiding double taxation in order to promote its country’s eco- 
nomic development.*! In other words, the major aim of a DTC is the avoidance 
of double taxation. 


Contrary to WTO law, this is achieved through an allocation of taxing rights 
between the two contracting states.°* However, there is also a non-discrimination 
article to be found in the OECD Model, namely in Art. 24 leg cit. The relevance, 
though, of Art. 24 OECD MC is discussed? because first, it is not concerned with 
the major objective of a DTC, and second, in the case of discrimination the DTC 
as such stays applicable (only a non-discrimination legal consequence has to be 
found). 


According to Rust,*4 the heading of the German translation “Gleichbehand- 
lung” (meaning “Equal Treatment”) is too far reaching, as both the English and 
the French version use “Non-Discrimination”. For this reason and also due to 





47 Panel Report adopted 15/16 May 1984, United States Manufacturing Clause, BISD 31S/74, 
para. 39. For discussion on WTO law in connection with “Harmful Tax Competition” see 
Hauser, WTO-Regeln: Geeigneter Ansatzpunkt fiir eine Wettbewerbsordnung des interna- 
tionalen Steuerwettbewerbs?, in Miller/Fromm/Hansjiirgens (eds.) Regeln fiir den europdi- 
schen Systemwetthewerb: Steuern und soziale Sicherungssysteme (2001) 169 (169 et seq.); 
Avi- Yonah, Commentary: Treating Tax Issues through Trade Regimes, Brooklyn Journal of 
International Law 2001, 1683 et seq. 

48 Tietje, WTO — Welthandelsorganisation, XII. 

49 Cf Berrisch, in PrieB/Berrisch (eds.) W7O-Handbuch, 97. 

50 Cf Vogel, in Vogel/Lehner (eds.) DBA — Doppelbesteuerungsabkommen Kommentar (2003) 
Einleitung, mn 2. 

5! Wassermeyer, in Wassermeyer/Lang/Schuch (eds.) Doppelbesteuerung (2004) Vor 
Art. 1, mn 9. 

52 Cf Vogel, in Vogel/Lehner (eds.) DBA, Einleitung, mn 23 et seq. 

53. Cf Lang/Schuch/Staringer (eds.) Die Diskriminierungsverbote im Recht der Doppelbes- 
teuerungsabkommen, |3 et seq. 

$4 Cf Rust, in Vogel/Lehner (eds.) DBA, Art. 24, mn 3. 
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the wording of Art. 24 leg cit,>> it becomes evident that this provision deals 
with National Treatment and not with MFN Treatment. As already described 
above, MFN Treatment may not be included in the OECD MC but in reality it 
is more common than assumed. 


Having said all that, it is obvious that since both areas of law facilitate doing 
business on an international market and although the primary aim may not be the 
same, at the end both head in the same direction. 


2. Hierarchy of Law 


By means of the Agreement Establishing the World Trade Organization*® 
(which entered into force on January |*', 1995) the WTO was founded as an inter- 
national organization in the sense of international law, serving as an instrument of 
cross-national cooperation in the field of the World Trading System.*’ As stated 
in Art. [1:2 leg cit, “the agreements and associated legal instruments included in 
Annexes |, 2 and 3 (hereinafter referred to as “Multilateral Trade Agreements”) 
are integral parts of this Agreement, binding on all Members.” That is to say, the 
Member States are obliged to obey the multilateral agreements of GATT 1994 as 
well as GATS (Annexes | A and B). As a consequence, “each Member shall ensure 
the conformity of its laws, regulations and administrative procedures with its ob- 
ligations as provided in the annexed Agreements.”>* 


According to Art. XI:1 WTO-Agreement, “the contracting parties to GATT 
1947 [...] and the European Communities [...] shall become original Members of 
the WTO.” Austria has been a Member of the GATT since 1951°° and became a 
Member of the European Union in 1995.°° Therefore, Austria’s membership in the 
WTO is two-fold:°! it became a member through its affiliation to the GATT and 
because it is part of the EU.° 

Unlike the Multilateral Trade Agreements, DTCs are negotiated on a bilateral 
basis.®? As already mentioned earlier, DTCs are often referred to as a “package 
deal” agreed upon by two contracting parties. 





55 Note: In the case of MFN Treatment, one contracting party is being linked with a third un- 
related state. Since in Art. 24 OECD MC “nationals of a contracting state” are compared 
with “nationals of that other [contracting] state”, the concept of National Treatment is ad- 
dressed. 

56 Text to be found in Tietje, W7O — Welthandelsorganisation, | et seq. 

57 Cf Tietje, in PrieB/Berrisch (eds.) WTO-Handbuch, 40. 

58 Art. XVI:4 Agreement Establishing the World Trade Organization. 

59 Cf BGBI. 1951/254. 

60 Cf BGBI. 1995/45. 

61 Cf Petritz, National Report Austria, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxa- 
tion, 133 (135). 

62 Seealso Paulitsch, The Status / Competence of the European Union within the WTO, in this book. 

63 This becomes clear already by looking at the title of the OECD MC “Convention between 
(state A) and (state B) with respect to taxes on income and on capital”. 

64 Cf chapter III.1 of this contribution. 


261 


Sandra Huber 











Both the WTO and the Double Tax Agreements are state treaties, thus treaties 
under the law of nations.®* In Austria, they have the status of (simple or constitu- 
tional) laws.°° [...] If they are in conflict with opposing national provisions, the 
“lex specialis derogat legi generali” and “lex posterior derogat legi priori” princi- 
ples apply.”°’ 

However, since Austria’s membership in the WTO is two-fold, also the com- 
petence is split:°* The EU is, generally, solely in charge of the GATT and of those 
parts of the GATS that do not call for a border crossing of persons.®? In this respect, 
those provisions are part of the “Acquis Communautaire” and therefore have pri- 
ority over secondary law in the EU legal order.”° The other areas of the GATS are 
in the competence of the EU Member States (i.e. Austria), which is why those 
provisions stay on the level of (simple or constitutional) laws, thus same as DTCs.’! 


In tax matters, the EU competence is also not very clear-cut. Although Member ~ 
States insist on their national sovereignty regarding direct taxes and also the ECJ — 
confirms it regularly,’* there is at least a discussion about it based on the doctrine 
of implied powers.”* In Open Skies’* the ECJ explained it as follows: “[As already 
held in the AETR Case”*], the Community’s competence to conclude international 
agreements arises not only from an express conferment by the Treaty but may 
equally flow from other provisions of the Treaty and from measures adopted [...] 
by the Community institutions; [...] each time the Community, with a view to im- 


® Haslinger/Petritz, DBA- und WTO-Diskriminierungsverbote: Gemeinsamkeiten und Unter- 
schiede, in Lang/Schuch/Staringer (eds.) Die Diskriminierungsverbote im Recht der Dop- | 
pelbesteuerungsabkommen, 377. | 

* Note: Other countries might follow different schemes. For further references see Lang (ed.) 
Tax Treaty Interpretation (2001). 

6? Petritz, in Lang/Herdin/Hofbauer (eds.) W7O and Direct Taxation, 137. | 

*S Cf Haslinger/Petritz, in Lang/Schucly Staringer (eds. ) Die Diskriminierungsverbote im Recht 
der Doppelbesteuerungsabkommen, 379. 

6 Cf Petritz, in Lang/Herdin/Hofbauer (eds.) W7O and Direct Taxation, 138. 

© Cf Van Thiel/Steinbach, The Effect of WTO Law in the Legal Order of the European Com- 
munity: a Judicial Protection Deficit or a Real-political Solution, or both?, in Lang/Herdin/ 
Hofbauer (eds.) W7O and Direct Taxation, 49 (52 et seq.). 

"| CfHaslinger/Petritz, in Lang/Schuch/Staringer (eds.) Die Diskriminierungsverbote im Recht 
der Doppelbesteuerungsabkommen, 379. 

2 As the ECJ consistently recognizes in its settled case law: “[...] although direct taxation falls 
within their competence, Member States must nonetheless exercise that competence con- 
sistently with Community law.” Cf e.g. ECJ 13 December 2005, C-446/03, Marks & Spencer 
ple (mn 29 with further references therein). 

7 Hinnekens, Compatibility of Bilateral Tax Treaties with European Community Law, EC Tax 
Review 1995, 202 (207); Terra/Wattel, European Tax Law (2001) 111. 

™ ECJ 5 November 2002, joined cases C-466, 467, 468, 469, 471, 472, 475, 476/98, Commis- 
sion of the European Communities v United Kingdom of Great Britain and Northern Ireland, 
Denmark, Sweden, Finland, Belgium, Luxembourg, Austria and Germany (Open Skies). For 
discussion see Kofler, Houston Business and Tax Law Journal 2005, 50 et seq.; Petritz, The 
differentiations caused by the distributive rules of double taxation treaties from the view of 
the EC fundamental freedoms, Diploma Thesis, Vienna University of Economics and Busi- 
ness Administration (2004) 155 et seq. 

75 BCJ 31 March 1971, C-22/70, Commission v Council (AETR). 
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plementing a common policy envisaged by the Treaty, adopts provisions laying 
down common rules [...] the Member States no longer have the right [...] to un- 
dertake obligations towards non-member countries [... but] the Community alone 
is in a position to assume and carry out contractual obligations towards non-mem- 
ber countries”. Keeping in mind that the EU has already dealt with direct tax related 
matters — Parent-Subsidiary Directive,’ Merger Directive,’’ Directive on inter- 
group interest and royalty,’* Savings Directive’? — it may well be the case that this 
competence to conclude bilateral agreements — at least in the areas covered by the 
Directives — has already shifted from the Member States to the EU.*? The conse- 
quence would be a split competence between Member States and EU to negotiate 
and conclude DTCs. This is reminiscent of the situation during negotiations for 
the WTO agreements in 1994, which finally were signed not only by the EU but 
also by the individual Member States.°*! 


In addition, it is worth mentioning that the EU has entered into an agreement 
with Switzerland concerning dividends, interest and royalties.s? The Council 
quickly emphasized, however, that this should not restrict the Member State’s com- 
petence in this particular case.*+ 


In short, it can be said that as far as the WTO is concerned, the competence is 
split between the EU and the Member States. However, a similar scenario is dis- 
cussed for DTCs as well, referring to the possibility that the power to conclude 
contracts might have already shifted from the Member States to the EU under cer- 
tain circumstances (as described above). Therefore, final conclusions on how the 
two areas relate to one another in the hierarchy of laws cannot be drawn at this 
point of time. 





76 Council Directive of 23 July 1990 on the common system of taxation applicable in the case 
of parent companies and subsidiaries of different Member States, 90/435/EEC. 

77 Council Directive of 23 July 1990 on the common system of taxation applicable to mergers, 
divisions, transfer of assets and exchanges of shares concerning companies of different Mem- 
ber States, 90/434/EEC. 

78 Council Directive of 3 June 2003 on a common system of taxation applicable to interest and 
royalty payments made between associated companies of different Member States, 2003/49/ 


79 Council Directive of 3 June 2003 on taxation of savings income in the form of interest pay- 
ments, 2003/48/EC. 

80 (Cf Pistone, Towards European international tax law, EC Tax Review 2005, 4 (7). In Pistone s 
opinion, all matters already dealt with in EU Directives are not in the hands of the Member 
States any more but have already shifted to the competence of the EU, also as far as third 
states are concerned. 

81 In course of the negotiations Member States and the EU could not agree on the question of 
the competence who is to sign the treaties. Upon request, the ECJ clarified it in its opinion 
1/94 of 15 November 1995, ECR 1994 (see FN 69 in this contribution). 

82 Agreement between the EC and the Swiss Confederation providing for measures equivalent 
to those laid down in Council Directive 2003/48/EC of 3 June 2003 on taxation of savings 
income in the form of interest payments. In this context see also Tessmer, Do the Bilateral 
Treaties between the European Union and Switzerland Violate WTO Law?, in this book. 

83 Cf Pistone, EC Tax Review 2005, 7. 


263 


Sandra Huber 





3. Text Composition and Placement of MEN Provisions 


The following will deal with the question of how MFN clauses are designed in 
order to filter out similarities and differences in their wording. 


By comparing the definition of MFN Treatment in the GATT and the GATS, it 
shows that the core phrase matches, i.e. “shall accord treatment no less favorable”. 
While the GATT refers to it by a cross-reference in Art. 1:1 GATT to Art. II1:4 leg 
cit, in GATS it appears in Art. II:1 leg cit. It is to be noted that Art. 1:1 GATT refers 
to “any advantage, favor, privilege or immunity’** — terms which are interpreted 
in a broad way and cannot be strictly separated from one another.*> Important in 
this regard is the best treatment given to like services and service suppliers by third 
WTO members or third countries in general, which then has to be provided to all 
WTO Member States.*° 


WTO law gears just to the best treatment given to like products, like services 
and service providers concerning any beneficial treatment, whereas standards of 
comparison in DTC law can relate to five different sources:*’ (1) de facto treatment, 
(2) unilateral or bilateral provision, (3) any international treaty/agreement/conven- 
tion/ protocol, (4) treaty aiming at the avoidance of double taxation, and (5) DTC. 
Those categories show just how much the effect of MFN Treatment can vary de- 
pending on what they are compared to. One important aspect is that final provi- 
sions, changing or supplementing protocols, or any other subsequent*® variances 
follow the main agreement they are linked to. Otherwise, a contracting state could 
avoid MEN Treatment by conferring a privilege on a third state only in a side agree- 
ment.*? 


As far as wording and placement are concerned, MFN provisions under WTO 
law again are steadier because their definition is fixed by the GATT and the GATS. 
Those matters vary a lot in DTC law due to the fact that a standard clause is missing 
in the OECD Model.” In the analysis carried out by Hofbauer,’' it is shown that 
MEN Treatment is often provided only for specific articles. In this regard, they are 
combined with almost all articles of the OECD MC, except for Articles 1, 3, 4, 6, 
9, 15-19, 21, 28 et seq. leg cit (which have not been combined yet, although it 
would be possible). Most MFN provisions were localized in the fields of non-dis- 
crimination and source taxation.”” Few were found in the articles on taxes covered, 
students, exchange of information and assistance in the collection of taxes. As al- 


“4 For examples that were covered by those terms see Berrisch, in Prie®/Berrisch (eds.) WTO- 
Handbuch, 100. 

85 Berrisch, in PrieB/Berrisch (eds.) W7O-Handbuch, 100. 

%6 Pitschas, in PrieB/Berrisch (eds.) WTO-Handbuch, 514. 

8? (Cf Hofbauer, Meisthegiinstigung, 119. 

88 Note: Most MFN clauses provide that the standards of comparison are of subsequent nature. 
Cf Hofbauer, Meisthegiinstigung, 125. 

89 Cf Hofbauer, Meisthegiinstigung, 121. 

” Hofbauer, Meisthegiinstigung, 109. 

91 Cf Hofbauer, Meistbegiinstigung, 192 et seq. 

92 Besides passive income, it includes income deriving from shipping, inland waterways trans- 
port and air transport as well as capital gains and independent personal services. 
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ready mentioned in chapter III.2 of this contribution, the countries mostly using 
MEN clauses include Canada, the Philippines, New Zealand, USA, the Baltic 
States and Brazil. However, similarities can only be spotted if a country follows 
its own treaty policy and enters into negotiations already with a certain wording 
at hand. It is also interesting to note that from a structural and linguistic point of 
view, MEN clauses included in non-discrimination articles are more related to the 
WTO ones than others. Within Art. 24 OECD MC, MEN Treatment can be factored 
into either one certain paragraph or into the article as a whole,”* thus providing 
equal treatment to the beneficiaries under the treaty on all levels concerning do- 
mestic persons as well as persons from third states. The farthest-reaching MFN 
provisions — designed as a general clause — were detected in Art. 4 protocol to the 
Singapore-United Arab Emirates DTC,” in Art. 3 protocol to the Czech Republic- 
United Arab Emirates DTC and in Art. 29 (1) DTC Germany-Canada.”° Further- 
more, differences occurred by either including MFN provisions in a separate article 
or in the protocol, and concerning the application of MFN clauses.’ 





% Art. 3 protocol to the DTC Vietnam-Korea (1994) or Art. 24 (6) DTC Vietnam-Taiwan 
(1998) are examples thereof, stating “In respect of Art. 24 ‘Non-discrimination’, it is under- 
stood that, if a Contracting State hereinafter concludes or has already concluded with any 
other country a tax treaty of which the non-discrimination provisions are less discriminatory 
to a resident of the other Contracting State than the current provisions [...] of this Agreement, 
the first-mentioned provisions shall be applied promptly [...].” (cf Hofbauer, Meistbegiins- 
tigung, 166 et seq.). 

% “If subsequent to the signature of the Agreement, Singapore should enter into such an agree- 
ment with a third State under which Singapore accords a treatment more favourable than 
that accorded to the U.A.E., the competent authority of Singapore may consider whether 
such similar treatment should also be accorded to U.A.E., with due regard to the circum- 
stances of each case, and in particular the circumstances under which the more favourable 
treatment had been accorded to the third State.” 

95 “If under any Convention or Agreement or protocol to a Convention or Agreement — signed 
after the signature of this Agreement — between the Czech Republic and any Member State 
of the Cooperation Council of the Gulf Arab Countries (United Arab Emirates, Kuwait, 
Kingdom of Saudi Arabia, Bahrain, Qatar and Sultanate of Oman) the Czech Republic ac- 
cords, as regards the provisions of this Agreement, a treatment more favourable than that 
accorded to residents of the United Arab Emirates under this Agreement, then as from the 
date on which the relevant Czech Convention or Agreement or protocol to it enters into effect 
the same favourable treatment shall automatically apply to residents of the United Arab 
Emirates under this Agreement.” 

% “In Bezug auf das in einem Vertragsstaat zu besteuernde Einkommen ist dieses Abkommen 
nicht so auszulegen, als beschranke es in irgendeiner Weise Steuerbefreiungen und -erma- 
Bigungen, Freibetrage oder andere Abziige, die gewahrt werden a) nach dem Recht eines 
Vertragsstaats bei der Ermittlung der von diesem Staat erhobenen Steuer oder b) nach allen 
sonstigen von einem Vertragsstaat geschlossenen Ubereinkiinften.” 

97 For further discussion see Hofbauer, Meistbegiinstigung, 188 et seq. 
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4. Scope of MEN Treatment 


“Unlike indirect taxation and customs duties, direct taxation was a topic that 
was often neglected under the GATT 1947 except for what was relating to subsi- 
dies.”* A historic interpretation leads to the conclusion that the scope of Art. [:1 
GATT was restricted to indirect taxes. The negotiators’ assumption was based on 
the thought that direct taxes are not levied on the flow of goods, thus not requiring 
any specific carve-out clause like in the GATS.” There are still voices raised in 
literature that deny applicability to direct taxes.!° However, a possibility exists 
that direct taxes are passed on to the consumer through higher prices of goods in 
the case of market-dominating enterprises.!°! Since Art. III:2 GATT also prohibits 
an indirect (higher) taxation,'® this case is also covered by Art. | GATT. In addi- 
tion, the term'®> “charges of any kind” in Art. I:1 GATT seems to be broad enough 
to cover direct and indirect taxes,'™ especially when considering the wording of 
the cross-reference to Art. II]:2 where it mentions “internal taxes or other internal 
charges of any kind in excess of those applied, directly or indirectly, to like do- 
mestic products”.'”° This opinion was also confirmed in the FSC/ETI Cases.!% 
Therefore, an infringement of MFN Treatment under Art. | GATT is possible for 
(direct) tax measures if certain requirements are met.!°7 


** Cappadona, National Report Italy, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxa- 
tion, 423 (427). 

” Hofbauer, Meisthegiinstigung, 56. 

‘ Among them see e.g. Arnold/Sasseville/Zolt, Summary of the Proceedings of an Invitational 

Seminar on Tax Treaties in the 21 Century, Canadian Tax Journal 2002, 65 (108); Stock- 

mann, Vélkerrechtliche Meistbegiinstigung und Internationales Steuerrecht, /S1R 1999, 129 

(135); Dam, The GATT Law and International Economic Organization (1970) 124 et seq. 

Cf Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/WTO) 

(1996) 21 et seq. 

2 Cf Hofbauer, Meisthegiinstigung, 62. 

'® For interpretation of WTO agreements see Lennard, Navigating by the Stars: Interpreting 
the WTO Agreements, Journal of International Economic Law 2002, 17-89. 

‘In favor of the applicability of Art. I and Art. III GATT to direct taxes, see e.g. Lennard, The 
GATT 1994 and Direct Taxes: Some National Treatment and Related Issues, in Lang/Herdin/ 
Hofbauer (eds.) WTO and Direct Taxation, 73 (73 et seq.); Van Thiel, in Lang/Herdin/Hof- 
bauer (eds.) WTO and Direct Taxation,|9 et seq.; Slemrod/Avi- Yonah, (How) Should Trade 
Agreements Deal With Income Tax Issues?, Jax Law Review 2002, 533 (536 et seq.); Fischer- 
Zernin, /nternationale Ertragsteuern und Welthandelsordnung, 18 et seq.; Fischer-Zernin, 
Regelungen des internationalen Steuerrechts in zwischenstaatlichen Handelsabkommen, 
RIW 1988, 286 (288 et seq.); Reimer, Steuerrechtliche Beziige der vélkerrechtlichen Meist- 
begiinstigungspflichten, in Cordewener/Enchelmaier/Schindler (eds.) Meisthegiinstigung 
im Steuerrecht der EU’-Staaten (2006, in print) 49 (55 et seq.); Hofbauer, Die Anwendbarkeit 
des Art. | GATT auf direkte Steuern, ecolex 2005, 467 (467 et seq.); Sorensen, Direct Tax- 
ation and the WTO Agreements, European Taxation 2002, 206 (206 et seq.). 

105 Ist sentence of Art. [11:2 GATT. 

10% Cf Trottmann, Ertragsteuerrecht, Warenverkehr und Inlandergleichbehandlung vor der 
Welthandelsorganisation (WTO), /StR 2004, 661 (664). 

107 Cf Petritz, in Lang/Herdin/Hofbauer (eds.) W7O and Direct Taxation, 156. For further dis- 
cussion on this topic see Falis, The Applicability of Art. I and Art. II] of GATT to Direct 
Taxes, in this book. 
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In the case of the GATS, the obvious link to direct taxation is given by the term 
“service suppliers”, since they are usually subject to this form of taxation'”* (note 
the difference to Art. | GATT where only goods but no manufacturers and suppliers 
of goods are mentioned). This view is further emphasized by Art. XXVIII (0) 
GATS where the term “direct taxes” is defined by stating “‘all taxes on total income, 
on total capital or on elements of income or of capital”. However, with respect to 
DTCs there is a general carve-out provision in Art. XIV (e) GATS, saying that any 
member may adopt measures that are “inconsistent with Art. II, provided that the 
difference in treatment is the result of an agreement on the avoidance of double 
taxation or provisions on the avoidance of double taxation in any other interna- 
tional agreement or arrangement by which the Member is bound”. This article leads 
to the compromise that the GATS agreement theoretically covers direct taxes but 
its applicability to bilateral tax treaties is very limited.'°? The consequence is that 
“there cannot be any infringements on DTCs from this provision”.''® Another in- 
teresting point is that service consumers are not mentioned in Art. II:1 GATS, thus 
leading to the conclusion that they are not covered by MFN Treatment when they 
visit another WTO member country and make use of a certain service there (e.g. 
when they go on vacation).!!! 


In the case of DTCs, Art. 2 OECD MC makes it easy to determine what sorts 
of (direct) taxes are covered by the scope of the Convention. If compared to the 
definition of direct taxes in Art. XXVIII (0) GATS, it is evident that it goes beyond 
the one to be found in Art. 2 OECD Model.!!? Disregarding the fact that the scope 
of the OECD Model is laid down in its Art. 2, it expands to all taxes of the two 
contracting states under Art. 24 leg cit. Under those terms also value added taxes, 
excise taxes and customs duties (i.e. indirect taxes) are included, whereas e.g. 
charges and fees are not. To distinguish those two categories, it does not matter 
what they are called but rather ifthere is a reward in return or not, in the latter case 
being considered a tax.!!° 

To sum up, it can be stated that while the GATT historically aimed at indirect 
taxes, including direct taxes only through interpretation, DTCs generally focus on 
direct taxes but include indirect taxes via Art. 24 OECD MC. 





108 Cf Petritz, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 160. 

109 Cf Capponda, WTO, GATT, Tax Treaties and International Taxation: the effects of their in- 
teractions and the possibilities of conflict, Master Thesis, University of Leiden (2003) 18. 

110 Petritz, in Stefaner/Ziiger (eds.) Tax Treaty Policy and Development, 241. 

111 Cf Pitschas, in PrieB/Berrisch (eds.) W7O-Handbuch, 512. 

112 Haslinger/Petritz, in Lang/Schuch/Staringer (eds.) Die Diskriminierungsverbote im Recht 
der Doppelbesteuerungsabkommen, 366. 

113 Wassermeyer, in Wassermeyer/Lang/Schuch (eds.) Doppelbesteuerung, Art. 24, mn 104. 
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5. Object of Comparison — What is being Compared? 


As to Art. I:1 and Art. Ill:4 GATT, two elements!'4 have to be fulfilled so 
that the same beneficial treatment can be called upon: a border needs to be 
crossed (cross-border),''* and the products under comparison have to be alike 
(like product). For interpretation purposes, the Report of the Working Party on 
Border Tax Adjustments!" is of great relevance where mn 18 states: “[...] the 
interpretation of the term [like product] should be examined on a case-by-case 
basis. This would allow a fair assessment in each case of the different elements 
that constitute a ‘similar’ product. Some criteria were suggested for determin- 
ing, on a case-by-case basis, whether a product is ‘similar’: the product’s end- 
uses In a given market; consumers’ tastes and habits, which change from coun- 
try to country; the product’s properties, nature, quality.” Those Border-Tax Cri- 
teria have become accepted by the Dispute Settlement Bodies, emphasizing 
that ey have to be considered as a whole, meaning that they are co-depend- 
ent.! 


Contrary to the GATT, Art. II:1 GATS does not only refer to “like services” 
(object) but also to “service providers” (subject). In general, what was said above 
about the GATT also applies to the GATS''* — with the difference being that the 
subjective element of determining “like services” plays a greater role due to the 
fact that more stress is laid on the personal relationship between the service pro- 
vider and the consumer (as compared to the manufacturer/supplier of goods and 
the consumer). This is mostly neutralized by factoring the competitive environ- 
ment into the examination of two services being alike or not. That is to say, that if 
two services or service providers compete, it indicates that they are replaceable or 
rather interchangeable and therefore alike.!!9 


Whereas the non-discrimination article in the OECD Model (concerning Na- 
tional Treatment) gears to “nationals in the same circumstances, in particular with 





''* Cf Hofbauer, in Gassner/Lang/Schuch/Staringer (eds.) Die Verteilung der Besteuerung- 
srechte zwischen Ansdssigkeits- und Quellenstaat im Recht der Doppelbesteuerungsab- 
kommen, 75. 

''S For discussion on the export-criterion see e.g. Fischer-Zernin, GATT versus Tax Treaties? 
The Basic Conflicts between International Taxation Methods and the Rules and Concepts 
of GATT, Journal of World Trade Law 1987, 39 (45 et seq.). 

'!© Report of the Working Party on Border Tax Adjustments, BISD 188/97. 

'!” Berrisch, in PrieB/Berrisch (eds.) W7O-Handbuch, 86. There are also references given for 
examples of the Dispute Settlement Bodies’ legal practice. For further discussion on “com- 
parability” see e.g. Reimer, in Cordewener/Enchelmaier/Schindler (eds.) Meisthegiinstigung 
im Steuerrecht der EU-Staaten, 72 et seq.; Hudec, “Like Product”: The Differences in Mean- 
ing in GATT Articles I and III, in Cottier/Mavroidis (eds.) Regulatory Barriers and the Prin- 
ciple of Non-Discrimination in World Trade Law, 101 (101 et seq.); Schon, WTO und Steuer- 
recht, R/W 2004, 50 (54 et seq.); Bartholet, WTO und Steuern — Interdependenzen von WTO- 
Grundprinzipien und nationalem Steuer- und Abgaberecht, Archiv fiir Schweizerisches Ab- 
gaberecht 2003/04, 337 (350). 

118 Cf Hermann, Meistbegiinstigung im Vélkerrecht, in Cordewener/Enchelmaier/Schindler 
(eds.) Meisthegiinstigung im Steuerrecht der EU-Staaten, 35 (45). 

119 Pitschas, in PrieB/Berrisch (eds.) W7O-Handbuch, 513 et seq. 
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respect to residence”!° — residence then is defined in Art. 4 leg cit, clarifying that 
“the term ‘resident of a contracting state’ means any person who, under the laws 
of that state, is liable to tax therein by reason of his domicile, residence, place of 
management or any other criterion of a similar nature”!?! — similar links can be 
found in the case of MEN provisions.!? 


From what was said above, it can be concluded that the GATT and DTCs do 
not have a lot in common in this regard because the first mentioned relates to like 
products, i.e. objects, while the latter mentioned link are residents, i.e. subjects of 
comparison. For obvious reasons, more similarities can be found comparing the 
GATS and DTCs because the GATS not only refers to an object but also to a subject 
of comparison. 


6. Subject of Comparison — Who is being Compared? 


The following deals with the question of whose benefits, meaning the benefits 
of which country, one can refer to as a standard of comparison. 


If in a bilateral arrangement, GATT Member State A confers an advantageous 
treatment on contracting state B (who does not necessarily need to be a GATT 
member), the same benefits are immediately and unconditionally valid for all other 
GATT members.!23 The same is true for the GATS.!?4 Therefore, it is evident that 
all countries serve as subjects of comparison under WTO law. 


Contrary to WTO law, in the sense of who (i.e. which country) is being com- 
pared, the subject of comparison only plays a minor role in DTC law. 125 Most MFN 
provisions do not even mention specific third countries to which a comparison 
should be made, thus leading to a worldwide indicator.'*° Although in many cases 
they refer to countries of a comparable status of development, this concept should 
rather be rejected due to its vagueness.'*7 A possible explanation of its low impor- 
tance as such is that since MFN clauses have a narrower scope of application under 
DTC law, a link to a comparable situation seems unnecessary.'?* 





120 Art, 24 (1) OECD MC. For discussion on the term “same circumstances” see OECD Model 
2005, Commentary 1992 (in the version of 2005) Art. 24, especially mn 3; Rust, in Vogel/ 
Lehner (eds.) DBA, Art. 24, mn 47; Wassermeyer, in Wassermeyer/Lang/Schuch (eds.) Dop- 
pelbesteuerung, Art. 24, mn 23; Haslinger/Petritz, in Lang/Schuch/Staringer (eds.) Die Dis- 
kriminierungsverbote im Recht der Doppelbesteuerungsabkommen, 368 et seq. 

121 Art. 4 (1) first sentence OECD MC. 

122 In the case of MEN provisions, a reference is mostly given in the form of another country. 
Nevertheless, since DTCs are enforceable by taxpayers, the reference to a country must be 
read as a reference to the nationals/residents of that country. Art. 24 OECD MC also provides 
for other types of non-discrimination, e.g. concerning permanent establishments and enter- 
prises held by foreign shareholders. However, a detailed analysis on that matter would exceed 
the scope of this contribution. 

123 Fischer-Zernin, Internationale Ertragsteuern und Welthandelsordnung, 48. 

124 Cf Pitschas, in PrieB/Berrisch (eds.) W7O-Handbuch, 511. 

125 Cf Hofbauer, Meistbegiinstigung, 195. 

126 Hofbauer, Meisthegiinstigung, 116. 

127 Cf Hofbauer, Meistbegiinstigung, 118. 

128 Hofbauer, Meistbegiinstigung, 195. 
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7. The Concept of Discrimination under MEN Treatment 


Although Art. I:1 GATT does not exactly mention the word “discrimination”, 
MEN Treatment can still be viewed as a non-discrimination measure. !29 Violations 
of MEN clauses can assume the shape of open or hidden discrimination.'*° In the 
case of de-jure discrimination the national measure gears expressly at the origin 
of the product (GATTY service and service supplier (GATS). In the case of de-facto 
discrimination all products (GATT services and service suppliers (GATS) are for- 
mally treated in an equal way as far as their origin is concerned but only specific 
countries end up being able to make use of the privilege.'5! While a prohibition of 
de-jure discrimination is obvious, both the GATT!2 and the GATS!33 also forbid 
de-facto discrimination. However, the question remains to what extent? By inter- 
preting the term “de-facto/hidden/indirect” discrimination, it could basically com- 
prise all sorts of import burdens, which in an EU context seems justified because 
of its aim to establish an internal market. The main function of Art. II:4 GATT is 
not to undermine negotiated customs agreements, thus leading to a narrower in- 
terpretation style. In other words, only considerable discrimination should be cov- 
ered when referring to the term “de-facto/hidden/indirect” discrimination. '*4 


The two major exceptions to the MFN obligations in the GATT concern cus- 
toms unions/free trade areas'*> and developing countries.'* Art. 1:2 and 3 GATT 
also provide an exception for historical preferences which over time have lost im- 
portance.'*’ A further exception can be found in Art. XXV:5 GATT where the con- 
tracting parties are granted the right to waive an obligation imposed upon a con- 


'29 Berrisch, in PrieB/Berrisch (eds.) W7O-Handbuch, 96. 
8° Cf Berrisch, in PrieB/Berrisch (eds.) W7O-Handbuch, 98. 
3! Cf Berrisch and Pitschas, in PrieB/Berrisch (eds.) W7O-Handbuch, 101 and 514 et seq. 
‘2 In the “Canada — Automotive Industry Case” the Panel report states as follows: “We see no 
basis in the text of Art. I:1 [GATT] to hold that, [...], the consistency of that measure with 
Art. I:1 depends solely on whether or not there are restrictions on the origin of products [...]. 
Rather, we believe that account should also be taken of the possibility that the limitation of 
the exemption to certain importers may by itself have a discriminatory impact on the treat- 
ment of like products of different origins.” 
In the “Banana Case” the Appellate Body states: “The obligation imposed by Art. Il [GATS] 
is unqualified. The ordinary meaning of this provision does not exclude de-facto discrimi- 
nation. Moreover, if Art. II was not applicable to de-facto discrimination, it would not be 
difficult — and, indeed, it would be a good deal easier in the case of trade in services. than 
in the case of trade in goods ~ to devise discriminatory measures aimed at circumventing 
the basic purpose of that Article.” 

‘4 Bogdandy, Chancen und Gefahren einer Konstitutionalisierung der WTO — Verfassungsrecht- 
liche Dimensionen der WTO im Vergleich mit der EU, FCE 5/02, Vortrag an der Humboldt- 
Universitat zu Berlin, 27 et seq. 

35° Art. XXIV GATT. 

'36 Of particular importance ts the “Enabling Clause” (see Decision of 28 November 1979 of 
the contracting parties on differential and more favorable treatment, reciprocity, and fuller 
participation of developing countries, BISD 23S/203) which allows developed countries to 
extend tariff preferences to developing countries. 

'37 Cf Davey/Pauwelyn, in Cottier/Mavroidis (eds.) Regulatory Barriers and the Principle of 
Non-Discrimination in World Trade Law, 22. 
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tracting party in exceptional circumstances (the contracting parties may also fur- 
ther define that Article).!3% Finally, there are general exceptions stated in 
Articles XIX (emergency action on imports of particular products), XX (general 
exceptions) and XXI GATT (security exceptions). 


According to Art. Il:2 GATS, members may maintain a measure inconsistent 
with paragraph | provided that such a measure is listed in, and meets the conditions 
of, the Annex on Article Il Exemptions. Further exceptions are to be found in 
Art. [1:3 (adjacent countries), Art. V (economic integration), Art. V bis (labor mar- 
kets integration agreements), and Art. XXIII leg cit (government procurement).'*” 
General exceptions are included in Articles XIV (general exceptions) and XIV bis 
GATS (security exceptions). 


Since there is no standard MFN clause in the OECD Model, it is necessary to 
have a look at the provisions actually included in bilateral DTCs. According to the 
study carried out by Hofbauer,'*° there are basically two groups of limitations to 
be distinguished: DTCs making sure that the other contracting state cannot enjoy 
benefits given to third states either partially or wholly,'*! and DTCs stating an ex- 
plicit exception of MFN Treatment in connection with customs unions, economic 
unions, free trade areas or any other (sub-) regional arrangements relating to tax- 
ation.!*? 


Although the overall goal of MFN Treatment is to counter discriminatory 
measures, both WTO and DTC law state exceptions for certain circumstances 
where discrimination is still accepted, as can be observed as there is both cases 
of customs unions and free trade areas that are excluded from the general con- 
cept. 


8. Characteristics of MFN Provisions 


Depending on mutuality terms, MFN clauses may be unilateral or reciprocal. 
Depending on the condition, they may be conditional or unconditional. 





138 Cf Berrisch, in PrieB/Berrisch (eds.) W7O-Handbuch, 102 et seq. 

139 Cf Pitschas, in PrieB/Berrisch (eds.) W7O-Handbuch, 515 et seq. 

140 Cf Hofbauer, Meisthegiinstigung, 191 et seq. 

141 or instance, Art. 24 (4) DTC Hungary-Kuwait (1994), stating: “Nothing in this Article shall 
be interpreted as obliging a contracting state to extend to the residents of the other contracting 
state, the benefit of any tax treatment, preference of privilege which may be accorded to 
residents of third states in accordance with special arrangements.” 

142 For example, Art. 24 (3) DTC Indonesia-United Arab Emirates, providing “Nothing in this 
Article shall be construed as imposing a legal obligation on a contracting state to extend to 
the residents of the other contracting state, the benefit of any treatment, preference or priv- 
ilege which may be accorded to any other state or its residents by virtue of the formation of 
a customs union, economic union, a free trade area or by virtue of any regional or subregional 
arrangement relating wholly or mainly to taxation, to which the first-mentioned state may 
be a party pursuant to the practice of either contracting state.” 
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Both Art. I:1 GATT and Art. II:1 GATS state that MFN Treatment “shall be 
accorded unconditionally”.'*> However, the benefit as such may be granted upon 
a Certain [factually justified and non-discriminating] condition.'44 The “uncondi- 
tionally”-requirement only says that once a privilege is accorded, the same has to 
be true for all the other WTO members.'*5 A special form of MFN Treatment is 
the reciprocal one. In this case, state A can only claim the benefit given to a third 
State C by state B, if state A grants the same benefit to state B.'4¢ 


Even though DTCs are always concluded on a bilateral basis, MFN clauses 
therein may be reciprocal or unilateral. In the first case, both states are obliged to 
favor the other state if a third state was conferred a benefit; in the second case, one 
State has to take on an action leading to an adoption of contract, however, the adop- 
tion then has to be borne by both states and is therefore not really unilateral.'47 
Only very few “real” unilateral MFN provisions exist.!*8 Most MFN clauses under 
inspection were rather unconditional, thus supporting the idea of a DTC as a “pack- 
age deal”;'*” only when negotiations are agreed upon, new conditions may be asked 
for'*® instead of automatic adjustments, !>! 


A line should also be drawn between inbound and outbound MFN Treatment. 
Both MFN designs assume a horizontal comparison,'*? either between two non- 
residents carried out by the source state A (inbound case) or between one (or two) 
resident (s) of state A having income from state B and C (outbound case).!%3 In 
addition, a further distinction can be made between three possible scenarios: one, 
state B and C are both EU Member States; two, state B is an EU Member State 
while state C is a third state; and three, state B and C are both third states. This 
could be relevant regarding exemptions under WTO law for trading blocks 
(Art. XXIV GATT, Art. V GATS). 


Another criterion of how to distinguish between various forms of MFN provi- 
sions could be to differentiate between DTC policies of developed and developing 





‘* For a discussion on pros and cons of unconditional MFN Treatment see Davey/Pauwelyn, 
in Cottier/Mavroidis (eds.) Regulatory Barriers and the Principle of Non-Discrimination in 
World Trade Law, 14 et seq. 

'* For examples of cases where a condition violated (or not) Art. I:1 GATT, see Davey/Pau- 
welyn, in Cottier/Mavroidis (eds.) Regulatory Barriers and the Principle of Non-Discrimi- 
nation in World Trade Law, 20 et seq. 

'4 Berrisch and Pitschas, in PrieB/Berrisch (eds.) W7O-Handbuch, 101 and 515. 

‘* Cf Herrmann, in Cordewener/Enchelmaier/Schindler (eds.) Meistbegiinstigung im Steuer- 
recht der EU-Staaten, 41. 

'47 Cf Hofbauer, Meistbegiinstigung, 121. 

‘48 For example, in Art. 3 of the protocol regarding the DTC Brazil-Austria (1975). 

4 Cf chapter III.1 of this contribution. 

150 Hofbauer, Meisthegiinstigung, 122. 

'5! To be discussed in chapter IV.9 of this contribution. 

!52 Note: A vertical comparison is made in the case of National Treatment, where a resident and 
a non-resident of state A are compared. 

‘53 Examples of inbound and outbound cases in German tax law to be found in: Reimer, in 
Cordewener/Enchelmaier/Schindler (eds.) Meisthegiinstigung im Steuerrecht der EU-Staa- 
ten, 61 et seq. For a discussion on how MFN Treatment influences taxation in the legitimate 
state in inbound and outbound cases, see pages 88 et seq. 
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countries. Developing countries often include their MFN provisions in the articles 
“business profits”, “shipping, inland waterways transport and air transport”, 
“independent personal services” as well as in the field of source taxation; de- 
veloped countries rather fit it into the areas of wealth taxation, articles con- 
cerning the methods for elimination of double taxation, non-discrimination and 
abuse rules.'°4 As a consequence, it might be concluded that developing coun- 
tries are forced to grant privileges once given only to developed countries also 
to the others.'°> Therefore, by means of MFN Treatment, developed countries 
want to make sure that they will not be discriminated once a treaty has been 
concluded. 


9. Effect of MFN Provisions 


The following chapter mostly deals with timing issues that occur once an MFN 
provision is called upon. 


Art. I:1 GATT and Art. II:2 GATS both state “shall be accorded immediately”, 
meaning that the provisions start to be effective at the same time and without delay 
for all WTO member countries.!*° 


In the various MFN provisions to be found in DTC law, two possible effects 
were detected: automatic adjustments!>’ and negotiations.!>* In the first case, the 
taxpayer is able to benefit from the privileges granted to a third state right away 
but he might be subjected to high compliance costs in order to get a hold of the 
changes (usually the obliged state does not have to inform the favored state). In 
the second case, negotiations are started by immediately informing the other coun- 
try (in writing through diplomatic channels) that there have been changes. This 
legal certainty implicates, though, that taxpayers have to wait until they benefit 
from the changes. Furthermore, since only a negotiation process is started, the out- 
come is open.!>? 


154 Cf Hofbauer, Meisthegiinstigung, 201 et seq. 

155 Example: According to the protocol to the DTC Austria-Brazil, royalty payments between 

a parent company and its subsidiary are not deductible on the level of the Brazilian subsidiary. 

However, if Brazil allows this deduction regarding a third state (outside Latin America), it 

has to grant the same vis-a-vis Austria. Cf Hofbauer, Meistbegiinstigung, 137 et seq. 

Cf Berrisch and Pitschas, in PrieB/Berrisch (eds.) W7O-Handbuch, 100 et seq. and 515; Bar- 

tholet, Archiv fiir Schweizerisches Abgaberecht 2003/04, 352 et seq. 

1S7 As an example of automatic adjustments including a time reference of when it becomes 
effective, see DTC Japan-Sri Lanka (1967): “The provisions [...] shall be modified [...] and 
shall take effect from the first day of April of the calendar year in which the concession 
becomes applicable to that other country.” 

158 An example where negotiations are stipulated is to be found in the DTC Japan-Netherlands 
(1970): “[...] the two Governments will undertake to review the said provisions in order to 
provide the same treatment.” 

159 For further details see Hofbauer, Meistbegiinstigung, 122 et seq. and 194. 
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In DTC law a distinction can also be made based on the provision having an 
adding, modifying, or resolving effect. Most clauses have a modifying effect and 
are mainly found in the field of passive income.' 


10. Consequences of MFN Provisions 


As already pointed out in the previous chapters, MFN provisions turn out to be 
directly effective for all WTO countries. However, since WTO law (including its 
decisions taken by the Dispute Settlement Body) is not enforceable by individuals 
but only by the respective states or the EU,'°! its practical relevance seems rather 
limited. !°- 


On the contrary, private parties, thus having a direct effect, can invoke DTC 
law. Therefore, the taxpayer through a legal process or mutual agreement proce- 
dures may enforce provisions in DTCs.!° 


In the following, possible interactions between WTO and DTC law in the field 
of taxation will be discussed: 


Within the scope of the GATT, a consequence could arise for the WTO mem- 
ber’s DTC network. Although the idea of expanding the terms that two contracting 
parties have agreed upon to have effect on third states is usually not to be found 
in international tax law,'°* DTCs are not excluded from the GATT.'® Therefore, 
ifa GATT Member State agrees in a DTC with another state on advantageous tax 
measures that constitute trade barriers in the sense of Art. III:2 GATT, those DTC 
clauses have to be effective automatically and immediately for all GATT mem- 
bers.'®° Interestingly enough, Art. | (3) litb US Model Convention states: “Unless 
the competent authorities determine that a taxation measure is not within the scope 
of this Convention, the non-discrimination obligations of this Convention exclu- 
sively shall apply with respect to that measure, except for such national treatment 
or most-favored-nation obligations as may apply to trade in goods under the Gen- 
eral Agreement on Tariffs and Trade. No national treatment or most-favored-nation 


6° Cf Hofbauer, Meisthegiinstigung, 124 et seq. and 201 et seq. 

'6! Cf Bogdandy, Rechtsgleichheit, Rechtssicherheit und Subsidiaritat im transnationalen Wirt- 
schaftsrecht, EuZW 2001, 357 (360 et seq.); Berg/Beck, Zur jiingsten Rechtsprechung der 
Gemeinschaftsgerichte zur unmittelbaren Anwendung von WTO-Recht im Gemeinschaft- 
srecht, R/W 2005, 401 (401 et seq.). 

'62 For further discussion on this topic see Van Thiel/Steinbach, in Lang/Herdin/Hofbauer (eds.) 

WTO and Direct Taxation, 58 et seq.; Snyder, The Gatekeepers: The European Courts and 

WTO Law, Common Market Law Review 2003, 313 (325 et seq.); Lavranos, Die EG darf 

WTO-Recht weiterhin ignorieren, EWS 2004, 293 (293 et seq.); Bartholet, Archiv fiir 

Schweizerisches Abgaberecht 2003/04, 348 et seq. 

Haslinger/Petritz, in Lang/Schuch/Staringer (eds.) Die Diskriminierungsverbote im Recht 

der Doppelbesteuerungsabkommen, 380. 

\4 This view is shared by Kraft/Robra, Das vélkerrechtliche Meistbegiinstigungsprinzip und 
seine Bedeutung im Europaischen Steuerrecht, R/W 2005, 247 (249). 

165 Cf Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung, 51. 

166 Cf Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung, 54. 
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obligation under any other agreement shall apply with respect to that measure.” 
“This means that, for example, the provisions of the GATS which contain [...] 
MEN provisions would not be applicable to matters covered in the Treaty.””!°’ This 
particular reference that the GATT is not excluded from the DTC could support 
the statements made above.!®8 


Another possible interaction can also be seen between EU Directives and MFN 
Treatment under the GATS. Art. 2 (2) of the 13" Council Directive on turnover 
taxes! provides that EU Member States may restrict their benefits given to third 
states based on the principle of reciprocity. The ECJ is now confronted with a pre- 
liminary ruling on the question whether those third states that are GATS members 
may skip reciprocal treatment by calling upon MFN Treatment under Art. II:1 
GATS.!'”° Although it remains doubtful that the ECJ opens up such a Pandora’s 
Box, the outcome is still unclear. However, some scholars take this argument even 
further by relating it to the field of direct taxes.'’! In their opinion Nagler and Rehm 
argue that e.g. privileges granted by the Council Directive on interest and royalty 
payments! ’? between the EU members may be extended to third states, insofar as 
they are GATS members and the exception of Art. XIV (e) GATS cannot be applied 
(i.e. outside the scope of DTCs). This conclusion can be challenged by referring 
to Art. V GATS that provides an exception for countries that are part of economic 
integration areas (like the EU).!73 


In short, whereas the relevance of WTO law is rather restricted by the fact that 
it is not enforceable by individuals, DTC law does have a direct effect for taxpayers. 
Nevertheless, interesting coherences on how the two sources of law interact in the 
field of taxation are discussed in literature and stay promising for future develop- 
ments. 


V. Conclusions 


Although MEN Treatment is of importance regarding WTO law, its actual role 
seems rather limited in the field of direct taxes. Due to the fact that it lacks direct 





167 Ault, The Tax Treaty between Austria and the USA in the Light of Current US Treaty Policy, 
in Gassner/Lang/Lechner (eds.) Das neue DBA zwischen Osterreich und den USA (1997) 11 
(14). See also Art. XIV (e) GATS. 

168 For further interaction between the GATT and DTC law see Cappadona, in Lang/Herdin/ 

Hofbauer (eds.) WTO and Direct Taxation, 442 et seq. 

Thirteenth Council Directive 86/560/EEC of 17 November 1986 on the harmonization of 

the laws of the Member States relating to turnover taxes — Arrangements for the refund of 

value added tax to taxable persons not established in Community territory. 

170 BCJ C-335/05, Rizeni Letoveho Provozu UR SP. 

171 Cf Nagler/Rehm, Meistbegiinstigung unter dem GATS?, JSR 2005, 706 (709 et seq.). 

172 Council Directive of 3 June 2003 on a common system of taxation applicable to interest and 
royalty payments made between associated companies of different Member States, 2003/49/ 
EC. 

173 Kor further interaction between the GATS and DTC law see Cappadona, in Lang/Herdin/ 
Hofbauer (eds.) WTO and Direct Taxation, 445 et seq. 
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applicability and that there are rigorous carve-out provisions, the concept appears 
to be somewhat toothless. 

In the case of DTC law, it is obvious that MFN Treatment has an impact on 
bilateral treaty negotiations. Although the scholars’ opinions diverge on that sub- 
ject, its influence in the “real world” of DTCs cannot be denied. After the devas- 
tating ruling of the ECJ in the D Case, the MFN concept in EC law was put to sleep 
~ at least for now. This may end up resulting in an upswing for the MFN Treatment 


related to DTC law. “The reason for this deviating attitude [between MFN Treat- | 


ment in the EU and in DTCs] might be that the burden for the budget is in the latter 
case calculable. MFN Treatment [in DTC law] is only granted for an isolated and 
clearly defined issue and becomes effective only in regard to a single country. [...] 
MEN Treatment on the European level would demand to grant equal treatment to 
residents of at least 24 countries in all fields of taxation. The effect on the budgets 
would therefore be unpredictable.”!”4 


Nevertheless, an EU Model Tax Convention'’> which could be applied for ne- 
gotiations with third states could be a possible strategy for the future. It would then 
mostly replace the OECD Model as a guideline for treaty negotiations, possibly 
leading to a more standardized MFN clause provided for therein. In any case, this 
subject will certainly be further discussed amongst scholars. 


174 Hofbauer, /ntertax 2005, 449. 

\75 Cf Lang et al (eds.) Multilateral Tax Treaties (1997); Pistone, Ein EU-Modell als Lésung 
fiir die Koordinierung der Doppelbesteuerungsabkommen zwischen den EU-Mitgliedstaa- 
ten, in Cordewener/Enchelmaier/Schindler (eds.) Meisthegiinstigung im Steuerrecht der EU- 
Staaten, 237 (237 et seq.). 
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I. Introduction 


The subject of the national treatment principle is enormously broad and it offers 
a large number of possible approaches. The present article can only touch the sur- 
face of the complex application of the principle in EC law and WTO law with 
regard to direct taxes. 


Under EC law, the national treatment principle has become an influential tool 
in order to support the integration of the internal market. The EC is a member of 
the WTO, which also uses the approach of national treatment. There is a great 
amount of academic writing concerning the national treatment principle either in 
EC law, in the field of tax treaty law or in domestic tax law and also on WTO law, 
but a comparative analysis is rare. In this regard the present article is an attempt 
to compare the respective systems. 


It is challenging to analyse whether similarities (if any) between the application 
of national treatment in EC law and WTO law exist and if so, whether these sim- 
ilarities influence each other. The author also concentrates on differences in na- 
tional treatment principles and looks at the question why these differences exist 
and whether there is a need to minimise or eliminate these differences. 


II. Objective of the National Treatment Principle in EC and 
WTO Law 


1. Determination of the National Treatment Principle 


1.1 Relevant Provisions in the EC Treaty 


The national treatment principle is an underlying principle in the EC Treaty. 
The principle itself is provided in Art. 12 EC, according to which “within the scope 
of application of this Treaty, and without prejudice to any special provisions con- 
tained therein, any discrimination on grounds of nationality shall be prohibited’. 

In the context of the EC Treaty, prohibition of discrimination manifests itself 
in nationality and with regard to direct taxes it refers to prohibition of discrimina- 
tory taxation on the grounds of nationality. Although Art. 12 EC provides a re- 
quirement of nationality, when applied in tax law it should be stressed that gener- 
ally nationality is not used to distinguish taxpayers in the EU. With regard to direct 
taxation we rely on residence and non-residence as internationally accepted criteria 
of differentiation. | 


Therefore, the national treatment principle in EC tax law avails itself of the 
criterion of residence, which leads to the same result as discrimination on grounds 
of nationality. At the same time, EC law is not satisfied by a merely formal dis- 


| Peters/Snellaars, Non-discrimination and tax law: structure ad comparison of the various 
non-discrimination clauses. EC Tax Review, 2001, 13 (13). 
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tinction between residents and non-residents, since the ECJ has required the Mem- 
ber States to have regard to the actual situation of the persons concerned. Thus, 
the EC principle of non-discrimination appears very stringent.’ It should be re- 
membered that in the area of direct taxes we almost always (with a few exceptions) 
use the national treatment principle when speaking of a situation in which there is 
a disadvantage attached to a cross-border configuration.’ 


In determining the national treatment principle with regard to direct taxes Arts. 
90-93 EC are relevant. Art. 90 EC establishes that “no member state shall impose 
directly or indirectly, on the products of other member state any internal taxation 
of any kind in excess of that imposed directly or indirectly on similar domestic 
products. [...] as well as to afford indirect protection to other products”’. In prac- 
tise, Art. 90 EC has been mainly used as ground for claims concerning indirect 
taxes and different consumption taxes such as motor vehicle registration fees.* 
Therefore, the case law with regard to Art. 90 EC takes indirect taxes into consid- 
eration rather than direct taxes.* 


1.2 Relevant Provisions in WTO Law 


The WTO was established pursuant to the Marrakesh Agreement of 1994 
(WTO Agreement), which concluded the Uruguay Round negotiations.° The WTO 
deals with the rules of trade between nations at a global level’ and its main goal is 
the removal of discriminatory practices in international trade relations. The influ- 
ence of the WTO decisions on direct taxes are becoming more important because 
contemporary thinking does not consider trade and tax as separate issues. 


The national treatment obligation is a fundamental principle underlying 
Art. IIf GATT °, but there are also similar rules in Art. XVII GATS '° and 
Art. II] TRIPS ''. 





B.J.M.Terra and PJ. Wattel, European Tax Law, Deventer, 3rd edition, (2001) 46. 

Lyal, Non-discrimination and direct tax in Community law. EC Tax Review 2003, 68 (68). 

See ECJ 5 October 2004, C-475/04 Commission v. Greece, ECJ 15 July 2004 C-365/02; ECJ 

29 April 2004 C-387/04 Weigel-Weigel, etc. 

5 About Art. 90 EC see, Radovanovi¢é, Vesna, Free Movement of Goods and Prohibition of 
Discriminatory Taxation under EC and WTO Law. 

6 See www.wto.org. 

’ Understanding the WTO 3" edition. Previously published as “Trading into the Future” , (Sep- 
tember 2003) 9. 

* WTO was established on | January 1995 by Uruguay Round negotiations (1986-1994). 

% The wording of Art. I1] GATT reads as follows: Art. III:1 “/../internal taxes and other in- 

ternal charges and laws/../should not be applied to imported or domestic products so as to 

afford protection to domestic production”. Art. III:2 products of the territory of any con- 

tracting party shall not be subject, directly or indirectly, to internal taxes or other internal 

charges of any kind in excess of those applied, directly or indirectly, to like domestic prod- 

ucts” /../. Art. 11:4 “The products of the territory of any contracting party imported into the 

territory of any other contracting party shall be accorded treatment no less favourable than 

that accorded to like products of national origin in respect of all laws /.../. The provisions 

of this paragraph shall not prevent the application of differential internal transportation 


— “ ty 
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Deriving from the above-mentioned articles, the national treatment principle 
in WTO law means that contracting parties agree to treat foreigners and locals 
equally by giving equal treatment to foreign and domestic goods (subject to ex- 
ceptions relating to the purchase of goods by governments and to subsidies paid 
by governments to domestic producers) once import duties are paid. 

Qualifying national income tax measures must therefore be applied in such a 
way that they have the same effect on all imported products irrespective of their 
origin as compared to domestic products.'* The same should apply to foreign and 
domestic services as well as trademarks, copyrights and patents. It therefore seeks 
to establish competitive neutrality between imported and domestic supplies. 

Art. IIIf GATT sets out the general principle of avoiding protectionism, which 
must be borne in mind when considering the relationship between Art. III and other 
provisions of the WTO Agreement!? as well as when interpreting the national treat- 
ment in GATS and TRIPS Agreements. It can be concluded that Art. II] GATT 
co-exists with other WTO law provisions and has an influence on them but does 
not override the other provisions. '4 





charges which are based exclusively on the economic operation of the means of transport 
and not on the nationality of the product.” The Interpretative Note Ad Art. II, which was 
part of the original text of Art. II] and has equal status to the rest of the text, provides: “Any 
internal tax or other internal charge, or any law, regulation or requirement of the kind re- 
ferred to in paragraph | which applies to an imported product at the time or point of im- 
portation, is motherless to be regarded as internal charge, or a law, regulation or require- 
ment of the kind referred to in paragraph 1, and its accordingly subject to the provisions of 
Art. III’’. (All emphasis added by the author). 

10 GATS Art. XVII:1"/.../ each Member shall accord to services and service suppliers of any 
other Member, in respect of all measures affecting the supply of services, treatment no less 
favourable than that it accords to its own like services and service suppliers”[...]. (All 
emphasis added by the author). 

11 TRIPS Art. II:1‘Each Member shall accord to the nationals of other Members treatment no 
less favourable than that it accords to its own nationals/../”. As the language of Art. 3.1 of the 
TRIPS Agreement, in particular, is similar to that of Art. IIl:4 of the GATT, the jurisprudence 
on Art. III:4 GATT influences the interpretation of national treatment obligation in the TRIPS 
Agreement. TRIPS should not have any significant influence in the direct tax systems of its 
members. The purpose of the TRIPS and its articles do not require the members to treat na- 
tionals of other members in all manners related to intangibles in a non-discriminatory way, but 
rather to extend their rules on protection of intellectual property in a way that meets national 
treatment principles. Therefore, TRIPS Art. III is not considered in purposes of present thesis. 

12 Thiel, General Report, in G. Verhoosel, National treatment and WTO Dispute Settlement. 
Adjucating the Boundaries of Regulatory Autonomy. Hart Publishing (2002), 20. 

13 WTO 1 November 1996 WT/DS11/AB/R, Japan-Alcoholic Beverages Ill, para. 16. 

14 WTO 30 Juni 1997 WT/DS31/AB/R, Canada-Periodicals, para. 19. 
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1.3 Comparison of the Respective Provisions in the EC Treaty and WTO Law 


The national treatment principle lies at the borderline of the idea of free trade 
and excessive market integration.'S The main differences arising from comparing 
national treatment in EC law and WTO law are driven by this assumption. 


When comparing the wording of Art. 12 EC and Art. II] GATT it has to be 
concluded that the former contains the higher level of abstraction. The purpose and 
scope of the EC Treaty is broader than the purpose and scope of the WTO Agree- 
ment, ensuring the common market and monetary union as well as promotion of 
sustainable development of economic activities, employment and social protec- 
tion.'® Consequently, we should pay attention to the fact that, when derived from 
the EC Treaty, the level of integration is deeper than in WTO system. Therefore, 
itis understandable that Art. 12 EC is rather abstract in order to encompass a greater 
number of real life situations. 


In contrast to Art. 12 EC, Art. II GATT is more casuistic and it is to be meant 
to encompass mainly the situations that could infringe the functioning of free trade. 
The purpose of Art. [11 GATT is “to ensure that internal measures” are not applied 
to imported or domestic products so as to afford protection to domestic production. 
Art. [Il GATT is not designed to cover the producers or exporters. Although a def- 
inition of the term “product” is not given in the GATT, the intention of the drafters 
of the GATT was clearly to treat the imported products in the same way as the like 
domestic products once they have been cleared through customs.'’ A national treat- 
ment clause (in particular, Art. III:1 GATT) does not apply across the board to all 
domestic regulations, but only to listed measures, including internal taxes.'* 


When comparing Art. III GATT to Art. 90 EC, we see that although the scope 
of national treatment under Art. 12 EC is broader the wording of Art. 90 EC as a 
specific paragraph is comparable to Art. III GATT because Art. 90 EC uses similar 
test requirements as Art. III GATT. According to Art. 90 EC, the Member State 
needs to apply its measures so that it causes “taxation of any kind in excess of”, 
measures need to be applied to “similar domestic products” and these measures 
need to “afford indirect protection” to other products. Therefore, it can be conclud- 
ed that the scope of national treatment under Art. 12 is broader than respective 
scope of Art. III GATT, but the explicit conditions according to which it can be 
stated that the national treatment principle in the area of taxation is violated are 
formally comparable in both systems. 


The GATT speaks of the “nationality of the products” and equal treatment to 
what the member state accords to its “own” products. WTO law emphasizes the 


SLi, Relationship Between International Trade Law and National Tax Policy: Case Study of 
China. /nternational Bureau of Fiscal Documentation 2005, 345 (347). 

16 Art. 2 EC. 

'7 Japan — Alcoholic Beverages II, para. 87. Appellate Body Report on Korea — Alcoholic Bev- 
erages, para. 119; Appellate Body Report on Chile — Alcoholic Beverages, para. 67; Appel- 
late Body Report on EC — Asbestos, para. 97. Available on Internet at: http://www.wto.org/ 
english/res_e/booksp_e/analytic_index_e/gatt]994 02_e.htm#87. 

\§ Thiel, General Report, in G. Verhoosel, National treatment and WTO Dispute Settlement. 
Adjucating the Boundaries of Regulatory Autonomy. Hart Publishing, 18 (18). 
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origin of the products rather than the place of residence. The place of residence is 
a central element in the EC Treaty regarding the determination of the national treat- 
ment criteria in the area of taxes. On the other hand, this distinction is rather tech- 
nical and does not allow one to make far-reaching conclusions. 


lil. Application of the National Treatment Principle 
1. Application in EC Law 


1.1 The Fundamental Freedoms 


Member States are obliged to give national treatment to all EU nationals!’, no 
matter whether they are residents or non-residents, natural or legal persons. Since 
the Van Gend en Loos and Costa v ENEL decisions, the ECJ has recognized that, 
if certain conditions are met, the EC Treaty articles have direct effect if rights of 
private individuals are violated. Subsequently, the ECJ also recognized the direct 
effect of secondary EC law. 


Unlike in WTO law, the principle of national treatment in EC law is not gen- 
erally applied as single ground of a claim. In its settled case law the ECJ has stated 
that Art. 12 EC is applicable if there is no possibility to rely on other provisions 
in the EC Treaty.?° Accordingly, the ECJ considers first the more specific guaran- 
tees and finds occasion to consider the general national treatment of nationals of 
the EU only if the if the more specific provisions do not apply.*! When considering 
the national treatment principle in the field of direct taxation the following EC 
Treaty provisions are of importance: the principle of freedom of movement of 
workers (Art. 39 EC); freedom of establishment (Art. 43, 48 EC); the principle of 
free movement of capital and payments (Art. 56 et seq. EC); the principle of free- 
dom to provide services (Art. 49 et seq. EC). 


If we consider that direct tax cases mainly occur in the case of employment, 
entrepreneurship or other business situations, we can conclude that the application 
of Art. 12 EC to such issues is rare because these activities are usually covered by 
the fundamental freedoms, being specific provisions in the EC Treaty. 





19 Pistone, The Impact of European Law on the Relations with Third Countries in the Field of 
Direct Taxation. /ntertax, volume 34, 234 (239). 

20 ECJ C-305/87 Commission v Greece [1989] ECR 1146 para. 13. See also Case C-100/01 
Oteiza Olazabal [2002] ECR I-10981, para. 25, and Case C-289/02 AMOK [2003] ECR I- 
0000, para. 25. 

21 See also e.g. Advocate General Kokott Opinion 30.03.2006 on C-470/04 N v. Inspecteur van 
de Belastingdienst Oost/Kantoor Almelo, p25: Apart from general schematic considerations, 
it appears appropriate to consider the specific fundamental freedoms first because the right 
to free movement is subject to the restrictions and conditions provided for in the EC Treaty 
and in implementation provisions. It follows that the second question is to be considered 
first. It is only if freedom of establishment is not applicable in the present case that it is 
necessary to consider the first question as to the interpretation of Art. 18 EC. 
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Professor Luc Hinnekens speaks about two generations in the application of 
the EC Treaty to direct tax: the first cases in which the ECJ based its reasoning 
solely on the existence of discrimination (in the form of national treatment) and a 
second generation beginning in 1997 in which ECJ downplayed the issue of dis- 
crimination, moving instead to an analysis based on restriction of the freedom guar- 
anteed by the EC Treaty.*” The recent ECJ practice is not always clear with regards 
to its approach to national treatment provisions. Sometimes the ECJ has based its 
reasoning squarely on the existence of a restriction of the fundamental freedoms 
and sometimes on discrimination. Sometimes it is hard to know which.?? Despite 
this, it can be concluded that the fundamental freedoms established in the EC Trea- 
ty can be considered as /ex specialis in relation to national treatment principles set 
out in Art. 12 EC. 


The present ECJ case law shows that almost any restriction that impedes or 
aggravates the execution of the freedoms established in the EC Treaty can vi- 
olate the fundamental freedoms set out in the EC Treaty and therefore also the 
national treatment principle, notwithstanding whether it is carried out towards 
nationals, residents or non-residents.2* However, cases involving restrictions 
placed by Member States on their own nationals are more difficult in terms of 
discrimination on the basis of nationality.*° These cases could be considered 
a violation of other specific provisions in the EC Treaty, such as Art. 87 (aids 
granted by states), if a state were to favour foreign persons instead its residents. 
The argument could be made, however, that where EC legislation would create 
unequal treatment of comparable situations (including reverse discrimination), 
this could result in an infringement of the general EC law principle of equal 
treatment. 


It should be taken into account that the case law as well as the legal literature 
on the influence of the fundamental freedoms to direct tax law is developing. 
These developments could have an impact on interpretations of the national treat- 
ment principle*®. It has been recognized that freedom of establishment is essen- 
tially no more than the rule of national treatment whereby the Member States 
must accord to nationals of the other Member States the same tax treatment as 
they do to their own nationals.*’ Likewise, the free movement of services implies 
the right of EU nationals to provide services and to receive them. There are also 
interesting developments with regard to the fundamental freedoms affecting the 
2 Hinnekens, The search for the framework conditions of the fundamental EC Treaty principles 

as applied by the European Court to Member States’ direct taxation, EC Tax Review 2002, 

112 (112). 

23 Lyal, EC Tax Review 2003, 69. 
24 ECJ 9 March 1999, C-212/97 Centros [1999] ECR I-1459, para. 21; ECJ 6 February 1996, 

C-3/95 Reisebiiro Broede v Sandker {1996] para. 25. 

25 Layal, EC Tax Review 2003, 71. 
26 See also: Lehner, The Influence of EU Law on Tax Treaties from a German Perspective. 

International Bureau of Fiscal Documentation 2000, 230 (234). 

27 Advocate General Maduro Opinion 7 April 2005, on C-446/03 Marks&Spencer para. 25. 

See also Meussen, Cross-Border Loss Relief in the European Union following the Advocate 

General's Opinion in the Marks & Spencer Case. European Taxation 2005,145 (146). 
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relations with third countries.? The wording of Art. 56 EC makes it clear that it 
implies the prohibition of all restrictions not only within the internal market, but 
also between Member States and third countries, although subject to specific con- 
ditions.’? Therefore, it can be concluded that such interactions have a great impact 
on the national treatment principle and its possible interaction with WTO law.*? 


2. Application in WTO law 


2.1 The Persons and Taxes Covered 


Under WTO law, the provisions set out in the WTO Agreements are applicable 
to imported products, services or service providers. A violation of the national 
treatment principle can only occur with regard to legal persons and not with regard 
to natural persons as is the case in EC law. Unlike EC law, the WTO Agreements 
are not directly applicable to persons. Also, the ECJ has rejected the possible direct 
effect of the GATT provisions, mainly because the GATT provisions are too flex- 
ible and / or unconditional and because of the lack of reciprocity.*! 


It has been disputed whether the GATT rules, which concern import barriers, 
pertain to products only and therefore relate to indirect taxes rather than to direct 
taxes.*? Recent literature, however, suggests that direct taxes could be character- 
ized under Art. III:2 GATT as “other internal charges of any kind”.*? This discus- 
sion has been followed by the Panel Report by the WTO on the FSC, which sets 
out that nothing in the plain language of the Art. [1:4 GATT “specifically excludes 
requirements conditioning access to income tax measures from the scope of appli- 
cation of Art III’’.44 Art. [1:4 GATT therefore has been applied to measures con- 
ditioning access to income tax advantages to certain products. 


The starting point for the national treatment principle is that countries are 
obliged to tax branches and subsidiaries of foreign investors in the same way as 
domestically held branches and subsidiaries. If we talk about the GATT then many 
authors believe the impact of the GATT national treatment obligation to direct 


28 Pistone, P. /ntertax, volume 34, 235. 

29 Pistone, P. Intertax, volume 34, 235. 

30 In this regard, see also: Peters/Gooijer, The Free Movement of Capital and Third Countries: 
Some observations. European Taxation 2005, No 11; Pistone, “National treatment for all 
non-resident EU nationals: looking beyond the D decision”. Zax Notes International, 2005, 
203 et seq. 

31 Thiel/Steinbach, The Effect of WTO Law in the Legal Order of the European Community: 
a Judicial protection Deficit or a Real-Political Solution, or both? in Lang/Herdin/Hofbauer 
(eds), WTO and Direct Taxation, Linde Verlag, (2005), 59. 

32 See the arguments in Petritz, in Lang/Herdin/Hofbauer, WTO and Direct Taxation, 141-144. 

33. Slemrod/Avi-Yonah, Should trade agreements deal with income tax issues?, EC Tax Review 
4 (2002), 536. 

34. WTO Panel report, 29 January 2002, United States — Tax Treatment for “Foreign Sales Cor- 
porations”, Recourse to Art. 21.5 of the DSU by the European Communities, WT/DS108/ 
RW, as modified by the Appellate Body Report, WT/DS108/AB/RW para. 8.142-8.143. 
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taxes 1s limited because income tax measures rarely relate to trade in goods. In 
practice, the GATT’s national treatment principle could nevertheless be violated 
by the different tax treatment with regard to denial of (tax) deductions in cross- 
border situations, less favourable conditions for cost allocation and to transfer pric- 
ing rules.** Unfortunately, there is no case law available on these questions, which 
would make it possible to draw conclusions. 


Unlike the GATT, the GATS does not contain a national treatment obligation, 
which could be applied immediately to all members and all service sectors. 
Art. XVII GATS merely provides members with the possibility of making a com- 
mitment to a national treatment obligation on a selective basis by undertaking spe- 
cific national treatment commitments in their respective Schedules of Commit- 
ments.*® Several members have limited their national treatment obligation in the 
tax area, whether explicitly or implicitly, by means of reservations inscribed in 
their respective Schedules of Commitments.*’ Also, Art. XIV of GATS allows 
members to adopt and apply measures that are inconsistent with the national treat- 
ment principle, if the different treatment is aimed at ensuring the equitable or ef- 
fective imposition or collection of direct taxes in respect of services or service 
suppliers of other members.** It can be said that the members have a non-recurring 
possibility to determine at the time of signing the agreement which sectors should 
fall under the scope of Art. XVII. This leads to situations in which obligations for 
new, formerly unknown services cannot automatically arise.°? Therefore, tax 
measures that breach the national treatment principle are those that relate to sectors 
in which the relevant member has specific commitments and for which no specific 
conditions apply. 


2.2 The Requirements for Applying the National Treatment Principle 


The principle of national treatment as embodied in Art. III GATT prohibits vi- 
olations not only de jure but also de facto. According to established WTO case 
law, Art. III:1 GATT is a general provision, unlike Art. [11:2 GATT, which con- 
tains specific obligations regarding internal taxes and internal charges, and 
unlikeArt. I[l:4 GATT. 


Art. IIl:2 GATT, first sentence, covers the fiscal measures, by stating that im- 
ported products must not be subject, directly or indirectly to internal taxes or other 
internal charges of any kind in excess of those applied directly or indirectly, to like 


S Thiel, in G Verhoosel, National treatment and WTO Dispute Settlement. Adjucating the 
Boundaries of Regulatory Autonomy, 45. 

% Thiel, in G Verhoosel, National treatment and WTO Dispute Settlement. Adjucating the 
Boundaries of Regulatory Autonomy, 35. 

7 For example, the European Union has indirectly limited the national treatment obligation in 
respect of direct taxes to the effect that the national treatment principle applies only to the 
establishment of subsidiaries and provided these subsidiaries have an effective and contin- 
uous link with the economy of one of the Member States. 

38 Footnote 6 to GATS (Art. XIV sub d) lists these measures. 

9 See also: Petritz, in Lang/Herdin/Hofbauer, W7O and Direct Taxation. Linde Verlag Wien 


(2005), 148. 
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domestic products. As long as an equal competitive relationship is preserved, WTO 
members are free to pursue their own domestic goals through internal taxation and 
regulation. 


Unlike the EC Treaty where national treatment is manifested mainly through 
the fundamental freedoms, in disputes under WTO law, the national treatment prin- 
ciple is directly applicable. On the other hand, collateral requirements under WTO 
law exist in order to apply the national treatment principle.4° Thus, the wording 
and practice of Art. IIIf GATT emphasizes that measures applied by the members 
of the GATT should meet certain pre-conditions before it can be concluded that 
the national treatment requirement has been violated. For example, such require- 
ments include the likeness of imported and domestic products and that taxes are 
applied to imported products in excess of the same taxes that are applied to do- 
mestic products and that the consequence is a less “favourable treatment”. 


It follows from ECJ case law that the fundamental freedoms established in the 
EC Treaty are applicable in cross-border situations in the field of direct taxation 
and they are not subject to specific de minimis standards, which means that in order 
to protect one’s fundamental freedoms it is sufficient to prove that such freedoms 
are violated.*! Contrary to the interpretation given by the ECJ, the dissimilar tax- 
ation under WTO law must be more than de minimis*”, but whether any particular 
differential amount is de minimis or not, must be determined on a case-by case 
basis. In this case we could say that EC is not satisfied with the fact that differential 
taxation occurs at all while WTO practice leaves some “room” for some differenc- 
es. 


In WTO law the dissimilar taxation should occur in a way that it will be clear 
that differential taxation was applied so as to afford protection. Therefore, WTO 
cases often concentrate on deciding whether tax measures were protective.*? And, 
in every case, a careful, objective analysis must be done of each and all relevant 
facts and circumstances in order to determine the existence of protective taxation.4 
The broad and fundamental aim of Art. III is to avoid protectionism towards do- 
mestic products in the application of internal tax and regulatory measures. If the 
tax distinction in question is not being applied so as to afford protection to domestic 
production, the products between which the distinction is drawn are not to be 
deemed “like products” for the purposes of Art. III:2 GATT.*9 


40 GE. Evans, Lawmaking under the Trade Constitution. A Study in Legislating by the World 
Trade Organization. Kluwer Law International. The Hague/London/Boston, 69. 

41 ECJ 18 November 1999, Case C-200/98, X AB et Y AB, [1999] ECR I-8261. 

42 In Japan — Alcoholic Beverages II, the Appellate Body interpreted the term “not similarly 
taxed” as requiring excessive taxation more than “de minimis”. 

43 See WTO Appellate Body 30 June 1997 WT/DS31/AB/R Canada — Periodicals. Also WTO 
2 July 1998, WT/DS54/R, WT/DS55/R, WT/DS59/R, WT/DS64/R_ Indonesia-Autos 
para. 14.112. 

44 WTO Appellate Body Report, 11 November 1996, WT/DS10/AB/R; Japan-Alcoholic Bev- 
erages II. 

45 WTO Appellate Body Report, 11 November 1996, WT/DS10/AB/R; Japan-Alcoholic Bev- 
erages II para. 6.15. 
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It can be concluded that under WTO law the national treatment principle is 
rather a matter of the factual circumstances than prohibition of “any discrimina- 
tion” per se. 


2.3 Interpretation of the Provisions 


There is a difference between EC law and WTO law with regard to the inter- 
pretation of articles concerning national treatment. As discussed in section 1.2, in 
EC law, the interpretation of national treatment takes into account the aim of the 
EC Treaty by applying the fundamental freedoms and therefore it can be said that 
the interpretation is influenced by a teleological approach. 


The WTO case law regarding national treatment concentrates on a textual ap- 
proach. In WTO case law we witness the extensive analysis of the wording of the 
articles and their mutual interaction. The WTO Appellate Body has emphasized 
that the terms of Art. II| GATT must be given their ordinary meaning — in their 
context and in the light of the overall purpose and object of the WTO Agreement.*° 
In this light the proper interpretation is the textual interpretation. Some brief ex- 
amples of textual approach are given below. 


There is extensive interpretation of “like” products under Art. II]:2 GATT 
which provides separate and distinctive obligations for the different categories of © 
product relationships. In determining the similarity of “like products,” GATT Pan- 
el Reports have relied on a number of criteria including tariff classifications, the 
product’s end uses in a given market, consumer tastes and habits, and the product's 
properties, nature and quality.*’ It is not required that the products must be exactly 
the same but they must be equivalent.** There are some thoughts in academic writ- 
ing to the effect that recently the debates over the scope of “like” products with 
regard to Art. II[:2 first sentence have lost most of its practical value, while the 
scope of the concept “directly competitive or substitutable” products has broad- 
ened.*” Although this may be a trend, we should still keep in mind that national 
treatment covers “directly competitive or substitutable” products only in regard to 


#6 See WTO Appellate Body Report, 11 November 1996, WT/DS10/AB/R Japan-Alcoholic 
Beverages II, para. 17-18. 

47 WTO Appellate Body Report, 11 November 1996, WT/DS10/AB/R; Japan-Alcoholic Bev- 
erages II. The same idea can be found in reports by WTO panels and the Appellate Body. 
In Japan-Alcoholic Beverages the WTO Panel was of the view that the “likeness” of the 
products must be examined by taking into account not only objective criteria, such as man- 
ufacturing and composition processes of products, but also subjective consumer viewpoints, 
such as consumption and use by consumers. At the same time the panel also argued that 
“like” products do not become “unlike” merely because of differences in local consumer 
traditions within a country or differences in their prices, which were often influenced by 
government measures (e.g. customs duties) and market conditions (e.g. supply and demand, 
sales margins). 

48 Leegard, National Report Norway in Lang/Herdin/Hofbauer, W7O and Direct Taxation, 
553. 

49 Choi, Like products in International Trade Law. Towards a Consistent GATT/WTO Juris- 
prudence. Oxford University Press, p. 105. 
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the fiscal measures mentioned in Art. III:2 GATT. As mentioned in some analysis 
other measures, than those fiscal measures, are still covered by the term “like prod- 
ucts”’.°° It is obvious that such a differentiation between the terms within the same 
article can cause lots of practical problems and lead to uncertainty. It is also con- 
cluded by some authors that this imbalance brings up some most difficult interpre- 
tative problems in the GATT.*! Other opinions suggest that this kind of imbalance 
could be solved in such a way that by differentiating between the “like” products 
and “directly competitive or substitutable” products the possible unfair situations 
could be eliminated if the term “like” were to have the same scope as the term 
“directly competitive or substitutable”.°? This kind of difference can be solved 
through case law in the future. 


3. Economic Substance of Taxes 


In order to decide if the application of taxes constitutes an infringement of the 
national treatment principle, the computation of taxes is relevant. Both of the sys- 
tems being compared use an approach based on the economic impact of the taxes. 
To assess whether tax applied to foreign products is in excess of the tax applicable 
to domestic products, the actual tax burden rather than the nominal burden must 
be taken into account. Also, in order to examine the discriminatory effect of tax- 
ation, account is to be taken not only of the rates but also of the methods of taxa- 
tion.>> The Appellate Body has taken a position that in applying Art. II] of GATT 
the economic impact of taxes on competitive opportunities of imported and like 
domestic products should be considered and not the taxes as such or policy pur- 
poses of the Members.*4 


This concept is comparable to the concept under settled ECJ case law, which 
says that the first paragraph of Art. 90 EC is infringed where the tax charged on 
the imported product and that charged on the similar domestic product is calculated 
in a different manner on the basis of different criteria which lead, if only in certain 
cases, to higher taxation being imposed on the imported product.°° It must be con- 
cluded that the economic impact as one of the considerations in order to determine 
whether there has been a violation of national treatment is also known in EC law. 


When applying national treatment in WTO law, it is sufficient to show that 
different treatment exists but there is no obligation to prove the trade effects due 
to such treatment. The WTO has has consistently held that it is a well-established 





50 See also Cottier/Mavroidis/Blatter, Regulatory Barriers and the Principle of Non-Discrim- 
ination in World Trade Law: Past, Present... University of Michigan Press (2004) 186. 

51 Choi, Like products in International Trade Law, p. 110. 

52. GE.E vans, Lawmaking under the Trade Constitution. A Study in Legislating by the World 
Trade Organization, 34. 

53 WTO Appellate Body Report, 11 November 1996 Japan-Alcoholic Beverages I para. 58. 

54 WTO Panel Report 19 December 2000, WT/DS155/R Argentina — Hides and Leather, 
para. 11.183. 

55 See Case C-375/95 Commission v Greece [1997] ECR I-5981, paragraphs 20 and 29 and 
Case C-393/98 Gomes Valente [2001] ECR I-1327, para. 21. 
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principle that the trade effects of a difference in tax treatment between imported 
and domestic products do not have to be demonstrated in order for a measure to 
be found to be inconsistent with national treatment.°° 


IV. Justifications 


1. Objective Difference 


Once a measure is considered to be in violation of the national treatment prin- 
ciple, possible justifications have to be examined. 


The ECJ has repeatedly emphasized that although the situations of residents 
and non-residents are not generally comparable it has to be determined with regard 
to every differential tax treatment whether there is a relevant difference between 
them, such as to provide objective justification for a specific difference in treat- 
ment.°’ EU Member States may have different tax provisions for residents and 
non-residents if there is an objective difference between residents and non-resi- 
dents.** \t has been established in ECJ case law that “community law does not as 
yet restrict the freedom of each Member State to establish a tax system which dif- 
ferentiates between certain products, even products which are similar [..| on the 
basis of objective criteria. Such differentiation is compatible with Community law, 
however, only if it pursues aims which are themselves compatible with the require- 
ments of the EC Treaty and secondary legislation, and if the detailed rules of im- 
plementation avoid any form of discrimination or any form of protection.’? Na- 
tional treatment in the EC Treaty prohibits both host state and country of origin 
from applying discriminatory provisions.°” 

However, a comparison between exceptions in EC law and in WTO law is dif- 
ficult to make, because EC law takes into consideration the perspective of achiev- 
ing an effective Internal Market while WTO law aims at ensuring the competitive 
possibilities of importers. The national treatment principle is therefore often used 
as a way to achieve the free movement within the EU, whereas WTO law and 
practice instead helps to achieve free trade between WTO members. 


2. Public Policy 


In cases where a detrimental tax treatment is established, this can only be jus- 
tified by particular circumstances. EC law uses a narrow interpretation for excep- 
tions. It means that exceptions from the general rule as provided for by the EC 


6 Appellate Body Report on Japan-Alcoholic Beverages II, para. 16. 

57 Lyal, EC Tax Review, 2003/2, p. 70. 

88 ECJ 19 October 1977 C-Cases 117/76 and 16/77 Ruckdeschel and others (1977] ECR 1753. 

59 See Case C-196/85 Commission v France [1987] ECR 1597, para. 6; ECJ 29 April 2004 C- 
387/04 Weigel-Weigel para. 85. 

60 ECJ 13 April 2000, Case C-251/98 Baars [2000] ECR 1-2787; ECJ 18 September 2003, Case 
C-168/01 Bosal, (2003). 
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Treaty have to be interpreted in a way that enables the fundamental freedoms to 
take effect to the greatest possible extent. The ECJ has rejected the majority of 
defense arguments put forward by the Member States, such as the absence of tax 
harmonization, influence of double taxation conventions, protection of tax base 
and social welfare®!, effectiveness of fiscal supervision”, availability of alterna- 
tive structure®’, counterbalance of disadvantage by other advantages®*, and low 
taxation in another Member State.®> Therefore, public policy in EC law is not gen- 
erally accepted as grounds for the justification of deviations from the national treat- 
ment principle.®° 


It is arguable that with respect to the applicable justifications in EC law a dis- 
tinction has to be made between direct and indirect violations of the national treat- 
ment principle. In the case of direct discrimination justifications can emanate from 
the EC Treaty. 


The ECJ has held that the disadvantageous unequal treatment of resident and 
non-resident taxpayers in comparable situations is a violation of EC law, unless 
the treatment is justified by the “rule of reason”.°’ The rule of reason applies in the 
case of indirect discrimination and it could give Member States more opportunities 
to justify the questioned measures. Even if the discrimination is justified, it still 
has to be proportionate. This means that the measure must be suitable for the at- 
tainment of the objective and may not be beyond what is necessary in order to 
obtain this objective.* 


In its positive law WTO law enacts exceptions to the national treatment obli- 
gation; exceptions under WTO law include the exclusion of government procure- 
ment and motion pictures and subsidization of domestic producers out of the pro- 
ceeds of internal taxes imposed on their domestic sales and on imports of similar 
products. 


WTO law contains a legitimate exception rule.’” When a domestic regulation 
has been found to be discriminatory (de jure or de facto) and hence, in breach of 





61 ECJ 28 January 1986 C-270/83 Avoir fiscal [1986] ECR I-273. 

62 ECJ 28 January 1992, Case C-204/90 Bachmann, [1992] ECR 1-249; 3 October 2002, Case 
C-136/00 Danner [2002] ECR I-8147. 

63 ECJ 12 April 1994 Case C-1/93 Halliburton [1994] ECR I-1137. 

64 ECJ 28 January 1986, Case 270/83 Avoir fiscal [1986] ECR 273; 13 July 1993, Case C-330/ 
91 Commerzbank [1993] ECR I-4017. 

65 ECJ 28 January 1986 Case 270-83 Avoir fiscal [1986] ECR 273; 27 June 1996 Case C-107/ 
94 Asscher [1996] ECR I-3089. 

66 See also Hintsanen/Pettersson, The Implications of the ECJ Holding the Denial of Finnish 
Imputation Credits in Cross-Border Situations to Be Incompatible with the EC Treaty in the 
Manninen Case, European Taxation 2005, 130 (131). 

67 Georg/Kofler/Schindler, Dancing with Mr D: The ECJ’s Denial of Most-Favoured-Nation 
Treatment in the “D” case, European Taxation 2005, 531 (532). 

68 Peters/Snellaars, EC Tax Review 2001, 17. 

69 Art. II[:8 and [1:10 GATT. 

70 Under Art. XX GATT, policy or policies unilaterally prescribed by the importing Member 
may, to some degree, be a common aspect of measures falling within the scope of one or 
another of the exceptions (a) to (j) of Art. XX. Paragraphs (a) to (j) comprise measures that 
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Art. Ik:4 GATT or Art. XVII GATS, it can be justified under Art. XX GATT?! 
or Art. XIV GATS. Art. XX GATT sets out, among other exceptions, that, sub- 
ject to a condition that applied measures do not constitute a means of discrim- 
ination, states are not prevented from using measures that are necessary to pro- 
tect public morals, necessary to protect human, animal or plant life or health, 
or necessary to secure compliance with laws or regulations that are not incon- 
sistent with the provisions of the GATT. The legitimacy of the regulation ob- 


jective can be considered after a violation of national treatment principle has 
been found. 


Each of the exceptions provided for in Art. XX GATT is a limited and condi- 
tional exception. The Appellate Body has held in EC-Asbestos that “taking into 
account the burden of proof, is to determine whether there is sufficient scientific 
evidence to conclude that there exists a risk for human life or health and that the 
measures taken by France are necessary in relation to the objectives pursued”.” 
WTO law accepts that arbitrary and unjustified discrimination might also occur 
through a violation of the national treatment principle.” 

Similar exceptions to the prohibition of quantitative restrictions between 
Member States exist under Art. 30 EC, according to which public interest has to 
be taken into account. Such prohibitions or restrictions may not constitute a — 
means of arbitrary discrimination or disguised restriction on trade. EC law does 
not bind the above-mentioned exceptions directly to the national treatment prin- 
ciple and with internal taxes. Technically, they exist in relation with quantitative 
restrictions. This is a reasonable approach since discriminatory tax measures are 
unlikely candidates for such derogations. Most likely the application of excep- 
tions set out in Art. XX GATT and Art. XIV GATS with regard to direct taxes 
will be also very limited. 





are recognized as exceptions to substantive obligations established in the GATT, because 
the domestic policies embodied in such measures have been recognized as important and 
legitimate in character. WT/DS58/AB/R US-Shrimp para. 121. 

7! Art. XX GATT allowing Members to take or maintain measures that are related to national 
security (Art. XX1I) or that serve the general public interest (Art. XX) provided such meas- 
ures do not constitute arbitrary discrimination or disguised restriction on international trade. 

72 WTO Panel Report 2002 WT/DS135/R EC-Asbestos, para. 8.181.-8.182. 

73 The Appellate Body in US — Shrimp provided an overview regarding the three constitutive 
elements of the concept of arbitrary or unjustifiable discrimination between countries where 
the same conditions prevail: “In order for a measure to be applied in a manner which would 
constitute “arbitrary or unjustifiable discrimination between countries where the same con- 
ditions prevail”, three elements must exist. First, the application of the measure must result 
in discrimination. Second, the discrimination must be arbitrary or unjustifiable in character. 
Third, this discrimination must occur between countries where the same conditions prevail. 
In United States — Gasoline, the assumption of the participants in that appeal that such dis- 
crimination could occur not only between different exporting Members, but also between 
exporting Members and the importing Member concerned was accepted”. See also WTO 
Appellate Body, 12 October 1998 WT/DS58/AB/R para. 150. 
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3. Cohesion of Tax System 


In fact, the ECJ has accepted the cohesion of the tax system as a justification 
for discrimination and/or restrictions.’* The ECJ has also supported the justifica- 
tion that the effectiveness of fiscal supervision is an overriding requirement in the 
general interest capable of justifying a restriction to the EC Treaty freedoms.” 
However, the restriction must be proportionate. 


According to EC law, even if there were a reason for it to be acknowledged as 
justification for discrimination and / or restriction the principle of proportionality 
must be applied strictly: the measure must be able to achieve the aim and there 
may not be an alternative available that discriminates or restricts less than the meas- 
ure chosen. 


Arguments used in WTO cases have not involved such criteria simply because 
of the fact that cohesion of tax systems requires a very high level of integration 
and this is not a present aim of the WTO system. 


V. Conclusions 


The wording of the national treatment principle in the EC Treaty and in the 
WTO Agreements, especially in Art. 90 EC and Art. II] GATT, is comparable. 
Both systems prohibit discrimination by stating that a Member State may not im- 
pose directly or indirectly, on the products of other Member State any internal 
taxation of any kind in excess of that imposed directly or indirectly on similar 
domestic products in order to afford protection to domestic products. EC and WTO 
law apply certain “test” arguments in order to find out whether measure is applied 
inconsistently with the national treatment principle. However, it must be said that 
in practice Art. 90 EC has been a legal ground in cases regarding indirect taxation. 
Concerning direct taxation EC law is based on arguments deriving from the fun- 
damental freedoms and goals of the EC Treaty. 

The grounds for derogations from the principle of national treatment are for- 
mally comparable: both systems accept deviations on grounds of public interest. 
Nevertheless, it should be mentioned that regarding direct taxes these exceptions 
are unlikely to occur. It is difficult to imagine a real life situation in which direct 
tax measures would, in addition to violating national treatment, also violate public 
interests. 

The textual approach of Art. 12 EC is much broader when compared with the 
respective provisions in Art. II] GATT and Art. XVII GATS. The national treat- 
ment principle in the EC Treaty reflects the aim of far-reaching market integration 
and the establishment of the Internal Market without any restrictions due to na- 
tionality. The national treatment in the WTO Agreements concentrates rather on 
an equal treatment of products, services and service providers and in its present 


74 See ECJ 28 January 1992, Case C-204/90 Bachmann, [1992] ECR 1-249; ECJ 28 January 
1992 Case C-300/90, Commission v. Belgium, [1992] ECR 1-305. 

75 ECJ 15 May 1997, Case C-250/95 Futura Participations SA and Singer v Administration 
des contributions [1997] ECR-I-2471. 
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state does not rely on equal treatment concept of residents and non-residents. It is 
to be concluded that it constitutes a decisive factor due to which the application of 
the national treatment principle in the respective systems is hardly comparable. 


Going beyond the textual approach of national treatment in the EC Treaty as 
well as the WTO Agreements, we see that the application of national treatment is 
different. The application of national treatment in EC law involves nationals (res- 
idents and non-residents), notwithstanding the fact that these persons are natural | 
or legal persons, and it gives priority to aims and purposes of market integration 
and equal treatment of residents. Derogations from national treatment might be 
accepted according to the clear EC Treaty provisions (in respect of direct discrim- 
ination) or the rule of reason (in respect of the indirect discrimination). 


It must also be emphasized that the national treatment principle in EC law is 
no longer linked to the criterion of nationality.”° It is based on the use of the right 
to freedom of movement. What is called in question in the national measure con- 
cerned is that it imposes a specific disadvantage on operators desirous of moving 
or establishing themselves within the Community. It is therefore a matter of pur- 
suing discrimination against Community nationals wishing to assert their rights 
derived from the freedoms of movement. Based on the fact that the fundamental 
freedoms take priority over national law and are directly applicable, any rule of 
national tax law infringing these principles may not be applied. In principle, the 
same applies to a directive or regulation that does not comply with the national 
treatment principle of the EC Treaty. This fact makes the national treatment prin- 
ciple a very powerful tool with regard to the relations between Members and non- 
Members. Principles set out in the EC Treaty and not national treatment only may 
have significant repercussions on relations with third countries, including those 
arising from interaction with the prohibition of discrimination under the GATS 
and WTO law.”’ 


Under the WTO system, the application of the national treatment principle orig- 
inates from the principle of providing equal treatment to imported products and 
services. The whole test turns on whether these situations involve products that are 
“like”, “comparable” or “substitutable” in order to establish a violation of the na- 
tional treatment principle. The main arguments presented before the WTO Panel 
concentrates on findings whether a specific treatment has been applied in order to 
afford protection. It must be also concluded that WTO law is not consistent in 
determining the objective criteria for national treatment. The entire approach in 
the WTO's present case law towards national treatment reflects a textual interpre- 
tation. At the same time, WTO practice has left open what the general criterion for 
discrimination ts. 


The differences in application and aims of market integration lead to the dif- 
ferences in justifications of national treatment. The ECJ finds hardly any justifi- 
cation for a violation of national treatment in general (although it does so on 


6 See Opinion of Advocate General Fennelly in Case C-190/98 Graf [2000] ECR 1-493 


para. 21. 
Pistone. /ntertax, Volume 34, 235. 
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grounds of the fundamental freedoms), except where the rule of reason requires 
and/or an objective difference applies. National treatment in the WTO practice 
rarely involves derogations from the national treatment principle in direct tax cases. 
Application of Art. XVII GATS is limited and is in principle applicable only to 
the extent the members have reserved this to themselves. 


One could consider whether there should be a similar approach to the national 
treatment principle in WTO law and EC law. To answer this question one has to 
take account of the differences in integration under EC law and integration under 
WTO law. As mentioned before, the aim of the EC Treaty is to create an efficiently 
integrated Internal Market and therefore it is different from the aims in WTO law, 
which concentrate on equal treatment of domestic and foreign goods and services. 
It leads to the assumption that WTO law follows the principles of international 
taxation, where residents and non-residents are by definition not equal. EC law has 
taken a position that is based on a broader integration than just the principles of 
international taxation and views residents and non-residents as equal with regard 
to their rights from the freedoms of movement. This difference is not likely to 
diminish in the near future, and therefore there is also no real need to harmonize 
the approaches to national treatment. EC law and WTO law are separate systems 
and therefore, the application of the national treatment with regard to direct taxes 
is based on the needs and aims of the respective system, in this case either narrowly 
EC law or WTO law. Taken into account that EC is a member of WTO, the need 
to harmonize the approaches to national treatment principle could theoretically 
arise, if WTO and EC law will have strong interactions. 
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Il. Introduction 


There is no other subject in tax law which leads to more controversial discus- 
sions among scholars than the Most Favoured Nation (hereinafter “MEFN”) Treat- 
ment. During the last years MFN Treatment has become a major topic in tax law, 
concerning mainly the World Trade Organization’s (hereinafter “WTO”) Law, Eu- 
ropean Community Law (hereinafter “EC Law”) and the conclusion of Double Tax 
Conventions (hereinafter “DTC”). Before describing the different views of schol- 
ars and the different impacts of MFN in the various types of law systems one should 
clarify the meaning of MFN Treatment. 


One may describe “the most favoured nation concept as an agreement by which 
a State legally commits itself to grant to citizens of another State the same treatment 
which it bestows upon citizens of a third State.”'! Most Favoured Nation Treatment 
is the equal treatment of non residents from different States. The aim of MEN Treat- 
ment is to grant the State and its residents an equal or at least the same favourable 
treatment as the most favoured third State would get. In more comprehensible 
words this means that, if Member State A grants Member State B a benefit, it has 
to grant the same benefit also to State C. While MFN Treatment is often to be found 
in multinational economical treaties, tax law frequently uses National Treatment 
which means that non-residents should be treated in the same way as residents. 


It should be pointed out that MFN Treatment has to be distinguished from the 
second cornerstone of non-discrimination under WTO Law ~ the so called National 
Treatment, which means that a State is prohibited from treating a citizen of another 
State less favourably than its own nationals. 


MEN Treatment as an embodiment of non-discrimination is not only relevant 
for WTO agreements but also for EC Law and DTC s.2 The decisions of the Euro- 
pean Court of Justice (hereinafter “ECJ”) in the “D C ase’ gives a strong indication 
about the way the European Court of Justice is thinking about the MEN Treatment 
within EC Law. Before the decision of the ECJ in the D-Case — which will be 
described later on — scholars were divided into proponents* and opponents? of the 





| an Ende. The Relevance of the Most Favoured Nation Concept in Triangular Concepts, in 

Sutter/Zehetner (eds.) Triangular Tax Cases (2005) 439 (441). 

For further information see Huber, The Most-Favoured-Nation Principle in WTO Law and 

DTC Law — Similarities and Differences, in this book. 

3 ECJ5 July 2005, C-376/03 D. 

4 Cf Weber/Spierts, The “D-Case”: Most Favoured Nation Treatment and Compensation of 
Legal Costs before the European Court of Justice, European Taxation 2004, 65 et seq.; 
Kofler, Most Favoured Nation Treatment in direct taxation: Does EC Law provide for com- 
munity MEN in Bilateral Double Taxation Treaties, Houston Business and Tax Law Journal 
2005, 1 et seq.; Van der Linde, Some thoughts on most-favoured-nation treatment within the 
European Community legal order pursuance of the D-Case, EC Tax Review 2004, 10 et seq.: 
Ridler, Most-favoured-nation clause in European Tax Law?, EC Tax Review 1995, 66 (67): 
De Ceulaer, Community Most-Favoured-Nation Treatment: One step closer to the Multilat- 
eralization of Income Tax Treaties in the European Union?, B/FD 2003, 493 et seq. 

5 Cf Wattel, The EC Court’s attempt to reconcile the treaty freedoms with international tax 
law, CMLR 1996, 223 et seq.; Lehner, The Influence of EU law on tax treaties from a German 
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MEN Treatment. Summing up proponents were of the opinion that one main pur- 
pose of the European Union is to create a level playing field which will be put 
forward by the MFN Treatment.® In contrast to that, the opponents of an MFN 
Treatment within the European Community think that the introduction of an MFN 
Treatment would either ruffle settled international tax law or destroy the principle 
of reciprocity which forms the backbone of bilateral agreements’ or it could lead 
to a complete chaos within the European C ommunity. Furthermore MFN Treat- 
ment would affect the principle of sovereignty without having any good for the 
single market.® 


Although the ECJ denied an MFN Treatment within EC Law this contribution 
addresses the comparison between a (possible) MFN Treatment in EC Law and 
the already existing MFN clauses in WTO Law. 


Il. Some Thoughts on the Legal Order and the Dual Membership 
of the European Union 


The following chapter describes the hierarchy of law between WTO and EC . 
Law and highlights some thoughts about the dual membership of the European 
Union. Such a discussion is important as the European Union as a member of the 
WTO has to follow WTO rules as well. 


The World Trade Organization is in principle based on the General Agreement 
on Tariffs and Trade which was first signed in 1947. This agreement was designed 
to provide an international forum that encouraged free trade between Member 
States by regulating and reducing tariffs. Because of emerging new developments 
the GATT 1947 was amended in 1994 when the WTO was established. 


At the moment the WTO has 149 members, including all 25 Member States of 
the European Union and the European Union as such.?:! According to Art. II:2 of 
the General Agreement Establishing the World Trade Organization “the agree- 
ments and associated legal instruments included in Annexes 1, 2 and 3 [...] are 
binding on all Members”. This means that the Member States (including the EC) 
are obliged to fulfil the criteria of the GATT as well as of the GATS. 


perspective, B/FD 2000, 461 et seq.; Kemmeren, The termination of the most-favoured- 
nation clause” dispute tn tax treaty law and the necessity of a Euro Model Tax Convention, 
EC Tax Review 1997, 146 et seq.; Vogel, Problems of a Most Favoured Nation Clause in EU 
Treaty Law, EC Tax Review 1995, 264 et seq. 

® Cfinter alia Kofler, Houston Business and Tax Law Journal 2005, 1-89: Zester, Most-Fa- 
voured-Nation Treatment in an EC Tax Law Perspective (2005) 30. 

’ Cf Lehner, B/FD 2000, 461. 

* Cf Englisch, Meistbegiinstigung im EG-Steuerrecht: Der Weg ins Chaos, in Cordewener/ 
Enchelmaier/Schindler (eds.) Meisthegiinstigung im Steuerrecht der EU-Staaten ( 2006) 226. 

9 Cf http://www.wto.org/english/thewto_e/whatis_e/tif_e/org6_e htm (accessed on March 27, 
2006). 

‘0 Cf Art. XI Agreement Establishing the World Trade Organization: “The contracting parties 
to GATT 1947 as of the date of entry into force of this Agreement, and the European Com- 
munity, which accept this Agreement [...] shall become original Members of the WTO.” 
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As it is stated on the website of the WTO, “the European Union is — for legal rea- 
sons — known officially as the European Community in WTO business”.'! For WTO 
Law purposes the EC is a member in its own right as well as the 25 Member States. 


There is some criticism about the dual membership of the EU stating that this 
would indeed give the EU States more influence than they are legally entitled to, 
as they would then have dual influence in decision-making. 


The European Commission has the right to speak for the European Union and 
its Member States at almost all WTO meetings and affairs. In this case the EC 
speaks as a single vote for all its Member States.'* Therefore most of the WTO 
matters concern the EC as such instead of single Member States. Nevertheless there 
are some references which are made directly to the Member States, particularly in 
that case where their laws differ. In general one can say that there are areas of 
exclusive competence and areas of shared competence. But still if there is a shared 
competence the Member States always have to act in accordance with the Com- 
munity sense set out in the EC Treaty.'? 


In principle, the EC Treaty contains the internal competence of the Community 
but in some cases there is also an external community capacity stating that the 
Community has the authority to conclude treaties also with third countries.'!* The 
doctrine of external competence or implied powers was developed in the AETR 
Case.!5 The Community has this external competence only when the EC Treaty 
expressly says so. It is not clear whether the Community or the Member States 
have the competence in the field of direct taxes. On the one hand the EC Treaty 
does not confer to that expressively and on the other hand the principle of sover- 
eignty implements that the field of direct taxes is at the moment with the Member 
States. The authority to enter into international commitments cannot only arise 
from an expressively stated regulation in the EC Treaty but may also follow im- 
plicitly from its provisions. This means that the Community may also enter into 
negotiation for tax treaties. 


III. Most Favoured Nation Treatment under WTO Law 


1. Introduction 


One of the most cherished concepts in WTO Law is the MFN Treatment which 
can also be seen as the “heart of multilateralism”.'® The first example of MFN 





Cf http:/;www.wto.org/en glish/thewto_e/countries_e/european_union_or_communities_ 
popup.htm (accessed on March 27, 2006). 

= Cf http://www.wto.org/english/thewto_e/countries_e/european_union_or_communities_ 
popup.htm (accessed on March 27, 2006). 

13, CF Paulitsch, The Status/Competence of the European Union within the WTO, in this book. 

l4 Art, 281 ECT gives the Community a legal personality. 

1S. BCJ 31 March 1971, C 22/70 AETR. 

16 United Nations, United Nations Conference on Trade and Development: Most F avoured 
Nation Treatment (1999) 3. 
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Treatment can be found in the Treaty for Mercantile Intercourse between King 
Henry V of England and Duke John of Burgundy in 1417. At its outset, the MFN 
clause listed the States to which it had to be granted. But within the years this 
changed into the much more general concept of “third countries”. The first modern 
example of MFN Treatment was found in 1860 between the United Kingdom and 
France. In the subsequent years, many different MFN clauses followed and the 
development had its highlight in the conclusion of the GATT in 1947.!” As Zinser 
remarks not the fact of such fluctuations is remarkable, but the constant character 
of the most-favoured-nation standard. Its permanent use suggests that there is 
something basic in this international pattern of product.!* 


MEN clauses can be found throughout the WTO Law but for the purpose of 
this paper only the GATT and the GATS definitions of MFN Treatment will be 
relevant. At this point it should also be mentioned that for consistency reasons and 
the clear emphasis on MEN Treatment, the question whether direct taxes fall within 
the definition of GATT'? or GATS? will not be addressed in this thesis.2! 


MEN Treatment may appear in a variety of forms as it might be based on a 
unilateral, a reciprocal, a conditional, an unconditional, a limited or an unlimited 
grant.* The basic concept behind MFN Treatment is that if a State is bound to an 
MEN clause the most advantageous treatment that a Contracting Party offers to 
another Contracting Party or third party will be automatically expanded to all other 
parties, if there are “like” circumstances.?3 


2. General Agreement on Tariffs and Trade 


When examining the GATT, one finds the MFN Treatment mentioned in 
Art. I:1 GATT which says: 


“With respect to customs duties and charges of any kind imposed on or in connec- 
tion with importation or exportation or imposed on the international transfer of 
payments for imports or exports, and with respect to the method of levying such 
duties and charges, and with respect to all rules and formalities in connection with 
importation and exportation, and with respect to all matters referred to in 

'’ Cf United Nations, United Nations Conference on Trade and Development: Most Favoured 

Nation Treatment, 13. For a more detailed overview of the development of the MFN Treat- 
ment see also Hofbauer, Das Prinzip der Meisthegiinstigung im grenziiberschreitenden Er- 
tragsteuerrecht — Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des 
Rechts der Doppelbesteuerungsabkommen (2005) | et seq. 

'* Zinser, Das GATT und die Meisthegiinstigung (1962) 11. 

’ General Agreement on Tariffs and Trade. 

20 General Agreement on Trade in Services. 

2! Cf Falis, The Applicability of Art. I and Art. III GATT to Direct Taxes, in this book. 

2 Cf United Nations, United Nations Conference on Trade and Development: Most Favoured 
Nation Treatment, 5; Hofbauer, Das Prinzip der Meisthegiinstigung im grenziiberschrei- 
tenden Ertragsteuerrecht ~ Eine Betrachtung anhand des Internationalen Wirtschaftsrechts 
und des Rechts der Doppelbesteuerungsabkommen, 8 et seq.; Bréikamp, Meistbegiinstigung 
und Gegenseitigkeit im GATT (1990) 26 et seq. 

23 Cf Schlatzer, The WTO and other Non-Tax Treaties (2005) 21. 
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paragraph 2 and 4 of Article III, any advantage, favour, privilege or immunity 
granted by any contracting party to any product originating in or destined for any 
country shall be accorded immediately and unconditionally to the like product orig- 
inating or destined for the territories of all other contracting parties.” 


The definition according to Art. I:1 GATT suggests a very broad understanding 
of the MEN Treatment but there are nevertheless some criteria which must be ful- 
filled to make the MFN Treatment applicable. The most important criterion is the 
term “like circumstances”, this term has already been a matter of numerous dispute 
settlement procedures,”* not only within WTO Law but also within EU law.2> 


3. General Agreement on Trade in Services 


Simultaneously with the creation of the WTO, the GATS was introduced as 
Annex 1B of the WTO Agreement. In contrast to the GATT — dealing with goods 
— the GATS deals with the liberalisation of trade in services. Under the GATS the 
MEN Treatment is mentioned under Art. II stating that 


“with respect to any measure covered by this Agreement, each Member shall accord 
immediately and unconditionally to services and service suppliers of any other 
Member treatment no less favourable than that it accords to like services and serv- 
ice suppliers of any other country”. 


Once again the requirement of “likeness” can be found in the MFN Treatment 
of Art. Il GATS. One difference to the MFN clause in Art. I:1 GATT is that the 
MEN Treatment under the GATS also covers the suppliers of services. It seems 
that the GATS’s definition of MFN Treatment intends to establish an equal treat- 
ment of “like” service suppliers as well.° The reason for including an equal treat- 
ment of service suppliers is laid down in the four modes of service supply including 
the cross-border movement of service suppliers.?’ 


IV. Most Favoured Nation Treatment and EU Law 


1. Introduction 


The debate about MEN Treatment in EC Law started approximately ten years 
ago with the Schumacker Case?®. It had its temporary heyday in the decision of the 


24 Cf Lal Das, The World Trade Organisation — A Guide to the Framework of International 
Trade (1999) 19. 

25 E.g. in the decision of the D Case the ECJ based its decision on the fact that two non resident 
taxpayers are not in a comparable situation and therefore discrimination is allowed. 

26 Cf Pitschas, in PrieB/Berrisch (eds.) W7O-Handbuch (2003) 511. 

27 Art. 1:2 GATS. 

28 ECJ 14 February 1995, C-279/93 Schumacker. Judge Joliet broke off discussions concerning 
the question whether it could be possible under EC Law that limited tax liable persons from 
the Netherlands may get personal deductions in Germany whereas a Belgian would not get 
these deductions because of lacking rules in the Double Tax C onvention between Germany 
and Belgium. 
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D-Case.*” In spite of the denial of the MEN Treatment in the D Case, there are also 
some other cases referred to the ECJ concerning MFN Treatment: the Bujara 
Case”, the Test Claimants in Class IV of the ACT Group Litigation Case*! and the 
De Graaf Case.*? The Bujara Case was rejected and then deleted by the ECJ be- 
cause of being too similar to the D Case. For the ACT Group Litigation Case there 
were only the opinions of the Advocate General Geelhoed issued so far and the De 
Graaf and Daniels Case has just been referred to the ECJ in November 2005 and 
therefore not even the Advocate General’s opinions are available at the moment. 


2. The D Case and its Outcome 


A German national who had 10% of his wealth situated in the Netherlands, 
while the remainder was held in Germany, asked for the reduction of the Dutch 
wealth tax which was denied as he was only limited tax liable in the Netherlands.?? 
But would Mister D have lived in Belgium he could have got this reduction under 
Art. 25 (3) DTC Belgium-Netherlands. Mister D then pleaded discrimination in 
particular under Art. 56 and Art. 58 EC. Three questions were referred to the ECJ 
but question number two was the important question for the MFN Treatment: 


“If not, does it make a difference in this case that the Netherlands have, under a 
bilateral treaty, granted to residents of Belgium, who in all other respects are in 
comparable circumstances, entitlement to the tax allowance (no wealth tax being 
levied in Belgium either)? "34 


Contrary to the Advocate General Ruiz-Jarabo Colomer s opinions the ECJ 
denied the first question and therefore the breach of the National Treatment prin- 
ciple. Therefore the ECJ had to prove whether there was discrimination towards 
two non-residents from different Member States. First the ECJ stated that Member 
States are free to share their taxing rights among themselves.*5 Furthermore the 
ECJ clarifies that a German resident (as Mister D) can only claim the same treat- 
ment if he is in the same position as the other non resident (in this case a Belgian 
resident). But 


“the fact that those reciprocal rights and obligations apply only to persons resident 
in one of the two Contracting Member States is an inherent consequence of bilateral 
double taxation conventions. It follows that a taxable person resident in Belgium 
is not in the same situation as a taxable person resident outside Belgium so far as 
concerns wealth tax on real property situated in the Netherlands." 


2? ECJ 5 July 2005, C-376/03 D — Denial of the MFN Treatment. 

30 ECJ 27 October 2005, C-8/04 Bujara. 

‘| Opinions AG Geelhoed 23 February 2006, C-374/04 Test Claimants in Class IV of the ACT 
Group Litigation. 

32. Reference made on 29 November 2005,C 436/05, De Graaf and Daniels. 

33 90% of his assets should have been in the Netherlands. 

4 ECJ5 July 1005, C- 376/03 D, para. 19. The first question concerned possible discrimination 
under the National Treatment. 

35. ECJ 5 July 2005, C- 376/03 D, paras. 49 et seq. 

36 ECJ 5 July 2005, C- 376/03 D, para. 61. 
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The ECJ therefore did not regard the different treatment as discrimination but 
rather saw the advantage given to a Belgian resident as being part of the DTC 
Belgium-Netherlands Convention.*’” So the ECJ denied the MFN Treatment. The 
ECJ was apparently of the opinion that the comparison of two non-residents is in 
general covered by the non-discrimination articles of the EC Treaty but it was not 
applicable in the D Case as the two taxpayers were not in a comparable situation.** 


3. Legal Basis for a Possible MFN Clause in the EC Treaty 


Although the ECJ denied the MFN principle in the D Case the question whether 
any provision of the EC Treaty can actually be invoked to require a Member State 
to apply the most favourable treaty provisions to all resident nationals of the EU 
and furthermore whether this would also be applicable to situations with non-res- 
idents still remains as the ECJ — unfortunately — did not give a very specified and 
clear ruling in its decision. The following chapter will give a short overview over 
several possibilities to find a legal basis for MFN Treatment within the EC Treaty. 


At this point it must be emphasized that there is a big difference between Na- 
tional Treatment — which can explicitly be found in the EC Treaty (e.g. Art. 39 (2), 
(3) lit. c, Art. 43 2"4 sentence and Art. 50 EC) — and MEN Treatment.*? 


As Englisch points out, contrary to the GATT or the NAFTA the EC Treaty 
does not contain an explicit MFN Treatment apart from the temporary agreement 
in Art. 54 EC.1° 


The special non-discrimination articles concern the free movement of trade, 
the free movement of services, the free movement of capital and the freedom of 
establishment. Theses articles are used by the European Court of Justice to ensure 
an equal treatment — if there are like circumstances — of two residents or a resident 
and a non- resident. The lack of an explicit ruling in the EC Treaty and the exhaus- 
tive interpretation of the four freedoms by the ECJ in cases of National Treatment 
lead scholars to see the four fundamental freedoms also as a basis for an MFN 
Treatment. 


According to Herzig/Dautzenberg*' or Van Ende* Art. 12, Art. 39 and Art. 56 
EC include the prohibition of an unequal treatment of two non-residents. For ex- 





37 ECJ 5 July 2005, C- 376/03 D, para. 62. 

38 ECJ5 July 2005, C-376/03 D, para. 26; cf Lang, Das EuGH-Urteil in der Rechtssache D. — 
Geriit der Motor der Steuerharmonisierung ins Stottern?, SW7 2005, 365 (365). 

39 (Cf Cordewener, EG-rechtliche Meistbegiinstigungspflicht im Steuerrecht: Aktuelle und po- 
tenzielle Fallgestaltungen, in Cordewener/Enchelmaier/Schindler (eds.) Meisthegiinstigung 
im Steuerrecht der EU-Staaten, 145 (145). 

40 Englisch, in Cordewener/Enchelmaier/Schindler (eds.) Meistbegtinstigung im Steuerrecht 
der EU-Staaten, 191; see also: Enchelmaier, Meistbegiinstigung im EG Recht — Allgemeine 
Grundsitze, in Cordewener/Enchelmaier/Schindler (eds.) Meistbegiinstigung im Steuerrecht 
der EU-Staaten, 111 (111); Van Ende, in Sutter/Zehetner (eds.) Triangular Tax Cases, 446. 

41 Herzig/Dautzenberg, Der EWG-Vertrag und die Doppelbesteuerungsabkommen, DB 1992, 


2519 (2522). 
42 Cf Van Ende, in Sutter/Zehetner (eds.) Triangular Tax Cases, 454 et seq. 
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ample Van Ende states that Art. 56 EC does not object to a comparison between 
two non residents and furthermore it leaves the door open for a comparison with 
third countries.** However Art. 43 and Art. 49 EC only cover situations which al- 
low non-residents the same treatment as residents but not the same treatment 
among all non-residents. Schuch* strongly disagrees with that distinction in the 
scope of the four fundamental freedoms. Also the case law of the ECJ shows that 
there is no difference in the scope of the non discrimination articles.*° 


The Test Claimants in Class IV of the ACT Group Litigation Case has not been 
decided yet but Advocate General Gee/hoed states that it does not constitute an 
infringement of EC Law to treat Germany less favourably than the Netherlands 
considering the fact that no sufficient harmonization measures have been taken 
within the European Union, thus resulting in bilateral DTCs with the aim of avoid- 
ing double taxation.*° This argument of Gee/hoed shows that he invokes the reci- 
procity of DTCs, which are the result of negotiations between different countries 
and are based on a concept of give and take. It seems that Advocate General Geel- 
hoed is following the ECJ’s decision in the D Case. 


In the Gottardo Case*’ the judges stated that “the same advantage received un- 
der the bilateral convention by the Italian nationals should also be granted to citi- 
zens of the Union in general according to the fundamental freedoms enshrined in 
the EC Treaty”. At this point it should be mentioned that the Gottardo Case did 
not deal with a real tax issue as it concerned a social security issue. After the de- 
cision of the ECJ in the D Case it seems that the Court has changed its view since 
the Gottardo Case. 


V. Similarities and Differences concerning Most Favoured 
Nation Treatment in WTO Law and EC Law 


This section outlines similarities and/or differences concerning MFN Treat- 
ment in WTO Law and EC Law. It should — once again — be emphasised that the 
ECJ has rejected MFN Treatment under EC Law already in a few cases but nev- 
ertheless there seem to be strong arguments for dealing with MFN Treatment under 
EC Law. This section therefore makes the assumption of a possible MFN Treatment 
within the EC framework.** 


4) Cf Van Ende, in Sutter/Zehetner (eds.) Triangular Tax Cases, 455. 

44 Schuch, Die Reichweite der Diskriminierungsverbote des EG Vertrages, /WB 1996, 259 (264 
et seq. ). 

S rst DBA-Diskriminierungsverbote und gemeinschaftsrechtliche Grundfreiheiten — 
Meistbegiinstigung, in Lang/Schuch/Staringer (eds.) Die Diskriminierungsverbote im Recht 
der Doppelbesteuerungsabkommen (2006) 289 (309). 

4 Opinions AG Geelhoed 23 February 2006, C-374/04 Test Claimants in Class IV of the ACT 
Group Litigation, para. 104. 

47 ECJ 15 January 2002, C-55/00 Elide Gottardo. 

48 For comparison reasons the selection of the criteria to determine similarities/differences be- 
tween WTO and EC Law has a close link to those chosen by Sandra Huber, The Most Fa- 
voured Nation Principle in WTO and DTC Law — Similarities and Differences, in this book. 
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1. Importance of the Most Favoured Nation Provision 


This section deals with the question of how important an MFN clause is in 
WTO Law and in EC Law. 


Starting with WTO Law one already finds an MFN clause in Art. 1:1 GATT — 
in cross reference to Art. Ill:2 GATT. There are also other MFN Clauses to be 
found in the GATT but they are not of relevance for taxing issues and therefore 
this paper will not deal with them. Also Art. IL GATS provides for an MFN clause. 
There are other agreements under WTO Law which also include MFN clauses but 
which will not be described here. It seems that MFN clauses in the GATT and in 
the GATS are of high importance as they are already stated in the first/second Ar- 
ticle. But not only has the “dominant” position of the text shown the importance 
of the MFN clause, but also the legal regulations which are the background of such 
an MEN clause should be highlighted. According to Art. X:2 of the Agreement 
Establishing the World Trade Organization 


“Amendments to the provisions of this Article and to the provisions of the following 
Articles shall take effect only upon acceptance by all Members: 


Article LX of this Agreement; 

Article I and II of GATT 1994 

Article II: 1 of GATS; 

Article 4 of the Agreement on TRIPS.” 


For all other Articles, not mentioned in Art. X:2, decisions and amendments 
can be made by two-thirds majority of the Members.*? This special arrangement 
for amendments of the MFN Articles in the GATT as well as in the GATS empha- 
sizes again the importance of these provisions. 


Trying to find an MEN clause in EC Law appears to be rather difficult as there 
is no “real” MFN Clause incorporated in the EC Treaty.°° If there would be an 
MEN clause within one of the four fundamental freedoms — which are part of the 
- primary legislation—an MFN clause could also only be amended by the acceptance 
of all Member States. Another possibility would be that the ECJ takes the decision 
to incorporate an MFN clause into one of the four fundamental freedoms (or in all 
of them) and then all Member States would have to accept it. As the field of the 
MEN Treatment within EC Law is a very specific and controversial issue the Court 
will probably not take such a decision. 


2. Scope of Most Favoured Nation Treatment 


As already mentioned in the introduction MFN Treatment was mostly used for 
friendship treaties and trade agreements. The applicability of MFN Treatment to- 
wards (direct) taxes was not always clear but by looking at the purpose of a trade 
agreement which has its aim in forming a basis for freer, liberal and fair trade one 





49 Art. X:1 of the Agreement Establishing the World Trade Organization. 
50 For further details see chapter IV.3 of this contribution. 
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may admit that also tax treaties include this same aim.*! Also Van Thiel states that 
“the GATT MEN obligation aims at ensuring implementation of the fundamental 
principle in international trade that there should be a level playing field.”* 


As Art. | GATT only covers products it therefore encompasses without any 
doubts indirect taxes as they are apparently reflected in the products’ prices. 


A possible way to determine whether direct taxes fall under the scope of Art. I:1 
GATT is to have a precise look at the wording “charges of any kind” of the before 
mentioned Article or to have a look at Art. II:2 GATT — which is also decisive for 
the MFN Treatment under Art. I:] GATT — respectively. From a historical point 
of view one can say that direct taxes were not subject to the GATT as “it was agreed 
that neither income taxes nor import duties came within the scope of Art. 18 [III]}* 
since this Article refers specifically to internal taxes on products.’ Nevertheless, 
it seems that the wording “charges of any kind” also includes direct taxes.°> Also 
the cross reference to Art. [11:2 GATT seems to be a reason for saying that Art. 1:1 
GATT does also include direct taxes.*° 


On the |“ of January 1995 Annex |B (meaning the GATS) of the WTO Agree- 
ment came into force. The GATS deals with the liberalization process of trade in 
services and it also includes MFN Treatment which can be found in Art. II GATS. 
MEN Treatment applies to all Member States throughout all service sectors, irre- 
spective of specific commitments that may be made by the Member States.°’ Ar- 
ticle Il:1 GATS lays down the general MFN obligation: 


“With respect to any measure covered by this Agreement, each Member shall accord 
immediately and unconditionally to services and service suppliers of any other 
Member treatment no less favourable than it accord to the like services and service 
suppliers of any other country.” 


For the discussion whether direct taxes are included in the MFN Treatment of 
Art. II:| GATS it seems to be clear that they fall within the MFN’s scope as the 
MEN clause refers also to “service suppliers” who are in general subject to direct 
taxes. Furthermore Art. XXVIII (0) GATS defines direct taxes by stating that 


“direct taxes comprise all taxes on total income, on total capital or on elements of 
income or of capital, including taxes on gains from the alienation of property, taxes 





5! Cf Hofbauer, Das Prinzip der Meisthegiinstigung im grenziiberschreitenden Ertragsteuer- 
recht — Eine Betrachtung anhand des Internationalen Wirtschaftsrechts und des Rechts der 
Doppelbesteuerungsabkommen, 15. 

52 Van Thiel, General Report, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 13 
(18). 

53 Later on Art. [II:2 GATT. 

$4 Guide to GATT Law and Practice, 133. 

5S Cf Reimer, Steuerrechtliche Beziige der vélkerrechtlichen Meistbegiinstigungspflichten, in 
Cordewener/Enchelmaier/Schindler (eds.) Meisthegiinstigung im Steuerrecht der EU Staa- 
ten, 49 (55); Zinser, Das GATT und die Meisthegiinstigung, 47. 

56 Fora more detailed discussion about the applicability of the GATT on direct taxes see Falis, 
The Applicability of Art. I and Art. III of GATT to Direct Taxes; Schyle Most Favoured 
Nation Treatment in Tax Matters in the GATT, in this book. 

57 Cf Pitschas, in PrieB/Berrisch (eds.) W7O-Handbuch, 511. 
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on estates, inheritances and gifts, and taxes on the total amounts of wages or sal- 
aries paid by enterprises, as well as taxes on capital appreciation.” 


Despite the definition of direct taxes in Art. XXVIII (0) GATS there is an ex- 
ception in Art. XIV (e) GATS saying that Member States may have rules 


“inconsistent with Article I, provided that the difference in treatment is the result 
ofan agreement on the avoidance of double taxation or provisions on the avoidance 
of double taxation in any other international agreement or arrangement by which 
the Member is bound.” 


It seems that direct taxes are in general covered by the GATS but that in the 
case of DTCs the applicability is limited by Art. XIV (e) GATS. 

For the European Trade Art. 90 EC states that 

“no Member State shall impose, directly or indirectly, on the product of other Mem- 


ber States any internal taxation of any kind in excess of that imposed directly or 
indirectly on similar domestic products.” 


In contrast to the regulation in the GATT the EC Treaty has with Art. 92°° an- 
other more specific rule for the applicability of direct taxes. 


3. Subject of comparison 


Another very important step in determining a possible MFN clause in the EC 
Treaty is to determine the scope of the clause by finding out which States would 
be affected by the MFN clause. For EC Law there are two possibilities:*? 


(1) the clause should be understood to refer to double tax treaties signed be- 
tween two Member States, ©! and 

(2) the clause should be taken to refer also to double tax treaties signed between 
Member States and third States.° 

In the first case one could also speak about a so called “intra - Community” 


MEN Treatment — in this case only Member States are concerned. In the other case 
one speaks about a so called “extra — Community” MFN Treatment. 





58 “In the case of charges, other than turnover taxes, excise duties and other forms of taxation, 
remissions and repayments in respect of exports to other Member States may not be granted 
and countervailing charges in respect of imports from Member States may not be imposed 
unless the measures contemplated have been previously approved for a limited period by 
the Council acting by a qualified majority on a proposal from the Commission.” 

59 Raventds Calvo, The Most-Favoured-Nation Clause and the outcome of the “D” and Bujara 
Cases in the European Court of Justice: Introduction, European Taxation 2005, 336 (337). 

60 ECJ 5 July 2005, C-376/03 D: Germany versus the Netherlands. 

61 €-374/04 Test Claimants in Class IV of the ACT Group Litigation: Great Britain versus Ger- 
many. 

= ECI 5 November 2002, joined cases C-466, 467, 468, 469, 471, 472, 475, 476/98 Open 
Skies. In this case the European Union was given the right to enter into an agreement with 
the United States having effect for all Member States. 

63 Cf Englisch, in Cordewener/Enchelmaier/Schindler (eds.) Meistbegiinstigung im Steuer- 
recht der EU-Staaten, 195; De Ceulaer, B/FD 2003, 495 et seq. De Ceulaer speaks from 
garden and non-garden Community MFN. 
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Concerning the “extra~-Community” MFN Treatment one must say that, al- 
though not all of the fundamental freedoms mention third country relations directly, 
it is questionable whether a DTC between Member State A and B may be less 
favorable than a DTC between State A and a third State. If this is the case, Member 
State A might have difficulties to justify this different treatment. Moreover, it might 
be hard to argue that its tax law and its treaty policy are in line with EC law. 


For WTO purposes Fischer-Zernin states that if in a bilateral agreement, GATT 
Member State A confers an advantageous treatment on Contracting State B (who 
does not necessarily need to be a GATT member), the same benefits are immedi- 
ately and unconditionally valid for all other GATT members.™ This can be con- 
firmed by looking at Art. I:| GATT.®° The same is also true for the GATS.® To 
sum up one may conclude that the MFN clause of the WTO applies to all countries 
no matter if they are Member States or not. 


It seems that the WTO’s MFN clauses are broader than a possible rule in the 
EC Treaty as it would be more likely just to allow an intra-community MFN Treat- 
ment to be able to achieve the goal of a common market. It is rather unlikely that 
the European Union will allow an MFN clause towards third States as well — as 
from a political point of view the aim of establishing a common market only applies 
within the EU. 


VI. Conclusion 


Applying the concept of MFN Treatment within the European Union seems on 
the one hand necessary in order to achieve the goal of a common market but on 
the other hand it will remain a very controversial issue as there is no explicit MFN 
clause so far to be found in the EC Treaty. 


Besides the lack of an explicit MFN clause in the EC Treaty one must not forget 
that the MFN Treatment is one of the cornerstones of WTO Law, which is also 
binding for the EC and its Member States. Therefore, the development of a possible 
MEN Treatment within EC Law is eagerly awaited and the discussion on that issue 
will go on. It seems to be necessary that the ECJ reconsiders its decision in the D- 
Case in order to ensure that the European Union is working in unison with the 
WTO. 

A possible way to achieve MFN Treatment within the European Union seems 
to be through harmonization measures, weakening the position of bilateral DTCs. 
Since such a big step is unlikely to be taken at once, an intermediate strategy could 
be a tax treaty for Europe which would then be applicable to all Member States 
and which would therefore guarantee that all Member States apply the MFN Treat- 
ment at least towards all other Member States. This development would be a step 
further towards harmonization on the EU level and to ensure the compatibility of 
EC Law with WTO Law. 


64 Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung (GATT/WTO) (1996) 48. 
65 Art. I:1 GATT says “[...] granted by any contracting party to any product [...] in or destined 


for any other country [...]”. 
66 (Cf Pitschas. in Prie®/Berrisch (eds.) W7O-Handbuch, 511; Art. I| GATS. 
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__ The Definition of Subsidies under the SCM Agreement 





I. Introduction 


The object of the WTO is to set up a worldwide uniform international market. 
In this market, the Members will achieve free trade on goods and services. In order 
to stimulate economic development and correct market failure issues, subsidies (or 
tax incentives) are often used as a general method by the government. But in prac- 
tice free trade may be distorted by Members that support the export of goods 
through subsidies. The Agreement on Subsidies and Countervailing Measures 
(SCM Agreement) is one of the most important agreements about subsidies under 
the WTO regime. It only applies to goods. The subsidies for service and agriculture 
are addressed in the General Agreement on Trade in Service (GATS) and the 
Agreement on Agriculture (AoA). 


This article will focus on the subsidies on goods under the SCM Agreement, 
and will also compare the subsidies on service and agriculture. Part II will introduce 
the definition of subsidies under the SCM regime; Part III will analyze the approach 
of the SCM Agreement; Part IV will discuss the relationship between the SCM 
Agreement and other WTO Agreements; Part V will analyze the influence of the 
SCM Agreement on domestic tax measures. 


Il. The Definition of Subsidies 


Art. | SCM Agreement defines a subsidy as a financial contribution by a 
member of the WTO or by any public body within the territory of a member, which 
confers a benefit. 


This definition consists of two separate legal elements. Firstly, there must be a 
financial contribution by a “government”. Secondly, this benefit should be 
conferred. The first element is concerned with whether the government made a 
“financial contribution”, which is regulated by Art. 1.1 (a). This element focuses 
on the “financial contribution” made by the government. Then, it is logical that 
there must be a “benefit that is thereby conferred” on the recipient by the 
governmental action. According to Art. 1.1 (a) and (b), in order to decide whether 
the measure which state used may be considered a subsidy, first the subsidy action 
made by the granting authority, and second the recipient have to be analyzed. 


1. Financial Contribution 


“Financial contribution” in Art. 1.1 (a) is very broadly defined as including not 
only the direct transfer of funds, but also government revenue forgone (or not 
collected) although it is otherwise due. Generally three kinds of financial 
contribution can be identified: 
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1.1 Direct and Potential Direct Transfer of Funds 
Art. 1.1 (a) (i) provides: 


aan ae government practice involves a direct transfer of funds (e.g. Grants, loans 
and equity infusion), potential direct transfers of funds or liabilities (e.g. loan guar- 
antees) ..."" 


Therefore, a financial contribution exists if the government practice involves 
a direct transfer of funds or a potential direct transfer of funds. Thus, the financial 
contribution not only relates to the fund transfers, which have actually been effec- 
tuated. In the case of Brazil-Aircraft, the Panel stated that, “a ‘potential direct trans- 
fer of fund’ exists where the action in question gives rise to a benefit and thus 
confers a subsidy irrespective of whether any payment occur. The existence of a 
“potential direct transfer of funds’ does not depend upon the probability that a pay- 
ment will subsequently occur.”! 


As a consequence, not only direct financial support such as a loan without in- 
terest or low interest but also the potential direct financial support such as the price 
allowance paid upon a certain percentage of export falls under this definition. Ad- 
ditionally, even the allowance, which was not actually effectuated, but where a 
benefit has been conferred, will be treated as a financial contribution, for the pur- 
pose of distinguishing a subsidy. 


1.2 Government Revenue Forgone 


In Art. 1.1 (a) (11), the definition of government revenue forgone can be found 
as: 


“... government revenue that is otherwise due is foregone or not collected (e.g. 
fiscal incentives such as tax credits) ...” 


It can be considered that the funds the government did not receive was not only 
directly, but also through tax incentives. This paragraph has a major influence on 
direct taxation and indirect taxation and I will analyze in Part IV. 


In this paragraph, it is important to distinguish government revenue and other- 
wise forgone or not collected. In the US-FSC case, from the Panel’s view, the term 
“otherwise due” implies that the amount of revenue, which has been collected by 
the government, is less than it would have been in a general situation. Moreover, 
the word “forgone” indicates that the government has given up the entitlement to 
raise revenue that “otherwise” could have been raised.* The Panel indicates that, 
if a certain condition lead to a greater decrease in government revenue than the 
same situation without this condition, whether the change of this certain condition 
is through tax policy or “otherwise due”, the financial contribution will deem to 
exist. But this contribution does not include the exemption of an exported product 
from duties or tax borne by such product when destined for domestic consumption’. 
| Panel Report on Brazil-Aircraft, para. 7.68. 

2 Appellate Body Report on US — FSC, para. 90. 
3 Footnote | of Article 11 (a) (1) () of SCM Agreement. 
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1.3 Other Kinds of Contribution 


The last category of subsidies is very broad, it includes all other subsidies which 
were not mentioned in the last two parts. The first is where a government provides 
goods or services other than general infrastructure, or purchases goods specific to 
an enterprise or industries. It is covered by Art. 1.1 (a) (1) (iii). The second con- 
stitutes an indirect contribution by which a government makes payments to a fund- 
ing mechanism. Through these mechanisms, the contribution, which was regulated 
before, will be given to the specific enterprises or industries. Art. 1.1 (a) (1) (iv) 
deals with that situation. The third is any form of income or price support within 
the meaning of Art. XVI of GATT 1994. It is regulated by Art. 1.1 (a) (2). 


2. Benefit Conferred 


It is logical to move to the other element of subsidy, that the benefit must be 
conferred. Art. 1.1 (b) provides that in order to define the subsidies, it is not enough 
simply to confirm the existence of a financial contribution, it also need to be “‘con- 
ferred”. “Benefit conferred” means that the beneficiary of the contested measures 
must have received something and in a better position because the subsidies. There 
are two key words in this article, “benefit” and “conferred”, which need further 
explanation. 


2.1 Benefit 


The ordinary meaning of the term “benefit” clearly encompasses some form of 
advantage. Here, it indicates that the beneficiary or recipient should actually have 
received something. In order to determine whether a financial contribution confers 
a benefit, it is necessary to determine whether the financial contribution put the 
recipient in a more advantageous position than the situation without it. A financial 
contribution will only confer a “benefit”, i.e. an advantage, if it is provided on 
terms that are more advantageous than those that would have been available to the 
recipient on the market.* 


Based on this decision, it can be concluded that the term “benefit” in this article 
focuses more on the result and not on the government providing the “financial 
benefit”. The “benefit” only arises when the person (natural or legal) has received 
a “financial contribution”. And such a benefit has to be more favorable than what 
the potential recipient or beneficiary will obtain in the market. 


2.2 Conferred 


The word “conferred” used in the Art. 1.1 (b) means, “grant” or “bestow”. But 
it is not necessary to grant an actual benefit when it is deemed to exist. In the US- 
Lead and Bismuth II case, the United States argued that a “benefit” only existed at 
the time when the “financial contribution” was made. But the Appellate Body 


4 Appellate Body Report on Canada — Aircraft, para. 149. 
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rejected this argument, and stated “Art. 1.1 does not address the time at which the 
‘financial contribution’ and or the “benefit’ must be shown to exist”.S This means 
the benefit might be deemed to exist when it put the recipient in the better position, 
even the financial contribution is “potential”. 


3. Specificity 


In order to be subject to the provision Prohibit and Actionable Subsidies, the 
subsidy in Art. 1.1 also needs to be “specified”. In the Indonesia — Autos case, the 
Panel stated that, “As with any analysis under the SCM Agreement, the first issue 
to be resolved is whether the measures in question are subsidies within the meaning 
of Art. 1 that are specific to an enterprise, industry or group of enterprises, 
industries within the meaning of Art. 2.°° The prohibited subsidies are deem to be 
specific. Art. 2 SCM Agreement used two approaches, the “practice approach” and 
“deeming approach” to determine whether the “specificity” exists. 


The “practice approach” is regulated by Art. 2.1 (a) and (b). It provides that the 
subsidy exists when the granting authority “explicitly limits access to a subsidy to 
certain enterprise.” Moreover, when the granting authority “establishes objective 
criteria or conditions governing the eligibility for, and the amount of, a subsidy, 
specificity shall not exist, provided that the eligibility is automatic and that such 
criteria and conditions are strictly adhered to.” These subsidies need to be spelled 
out clearly in laws, regulations, or other official documents. 


Art. 2.1 (c) provides a list of factors that may be deemed specific subsidies. 
They are: (1) the subsidy is used only by a limited number of “certain enterprises”; 
(1i) the subsidy is predominantly used by “certain enterprises”; (iii) 
disproportionate amounts of subsidies are granted to “certain enterprises”; (iv) the 
granting authority favors “certain enterprises” in exercising its discretion.’ 


Ill. Category of Subsidies 


Not all kinds of subsidies are prohibited by the SCM Agreement. One of the 
important characteristics of the SCM Agreement is the classification of subsidies, 
which is known as the “traffic light” approach. There are three different categories: 
(i) Prohibited subsidies, the “red light subsidies”; (ii) Actionable subsidies, the 
“yellow light subsidies”; (111) Non-actionable subsidies, the “green light subsi- 
dies”. 

From 2000, the third kind of subsidies, non-actionable subsidies will no longer 
exist." The main parts of these subsidies are to serve a special purpose (support of 
research activities, of disadvantaged regions or of the adaptation of facilities to 


5 Appellate Body Report on US-Lead and Bismuth, para. 60. 

6 Panel Report on Indonesia — Autos, para. 14.155. 

7 See Mitsuo Matsushita, Thomas J.Schoenbaum, Petros C.Mavroidis, The World Trade Or- 
ganization Law, Practice, and Policy P.271. 

8 See Art. 8, 9 and 31 of the SCM Agreement. 
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new environmental requirements). Until 1999 no agreement could be achieved 
about extending the application of this category of subsidies. So the non-actionable 
subsidies will no longer exist. 


1. Prohibited Subsidies 


Subsidies are prohibited when they are designed to directly affect trade and 
thus have adverse effects on the interests of other members. There are two 
categories of subsidies prohibited by Art. 3 of the SCM Agreement. The first is 
“export subsidies”. This kind of subsidy consists of subsidies contingent, in law 
or in fact, whether wholly or as one of several conditions, on export performance. 
The second is “local content subsidies”. It consists of subsidies contingent, whether 
solely or as one of several other conditions, upon the use of domestic over imported 
goods. 


1.1 Export-Substituting Subsidies 
The export-substituting subsidy is defined by Art. 3.1 (a) as: 


“subsidies contingent, in law or in fact, whether solely or as one of several other 

condition, upon export performance, including those illustrated in Annex I.” 

As was mentioned before, this article only applies to the subsidies on export 
goods, not for the export service. Annex I of the SCM Agreement provides an 
illustrative list of subsidies that are deemed to be export-substituting subsidies. 
There are two elements of export-substituting subsidies, contingent in law and con- 
tingent in fact. 

“Contingent in law” means that a subsidy depends on export performance when 
the existence of that condition can be demonstrated on the basis of the regulation 
of the relevant legislation. The subsidies are also properly held to be de jure export 
contingent where the conditions for export is clear, even if though implicit, in the 
instrument comprising this measure. Such conditionality can also be derived by 
the necessary implication of the words actually used in the measure.” 


“Contingent in fact” will met when the granting of a subsidy, which has not 
been made legally contingent upon export performance, but in fact is tied to actual 
or anticipated exportation or export earning. Within the meaning of this provision, 
the exportation shall not for the only reason be considered to be an export subsidy 
when export subsidy is granted to enterprises.'° The ordinary meaning of “tied to” 
is restrain or constrain an action; limit or restrict as to behavior, location, condi- 
tions, etc. 

A good starting point for interpreting the “contingent in fact” in export-substi- 
tuting subsidies is to determine what is “contingent”. The ordinary meaning of 
“contingent” is “dependent for its existence on something else.”!! 





9 Appellate Body Report on Canada — Autos, para. 100 
10 See footnote 4 of Article 3.1 (a) SCM Agreement. 
I! Panel Report on Australia — Automotive Leather, para. 9.55. 
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According to Footnote 4, there are three different substantive elements to 
examine de facto export. The first is “granting of a subsidy”. It is the initial inquiry, 
and must be based on whether the granting authority imposed a condition on export 
performance in providing the subsidy. The second element is “tied to”. It confirms 
the linkage of “contingency” with “conditionality” in Art. 3.1 (a). It emphasizes 
that a relationship of conditionality or dependence must be demonstrated. The last 
element is “anticipated”. The meaning of “anticipated” in the dictionary is 
“expected”. Whether the export is anticipated or “expected” is to be gleaned from 
an examination of objective evidence. This examination is quite separate from the 
second element “tied to”. A subsidy may well be granted, or anticipated, based the 
exportation.'* This means that, when we determine whether a subsidy is in fact 
conditional upon the export performance or not, we should put all the elements 
into the case, and connect them with each other. 


At last, Art.27 SCM Agreement exempts certain low-income developing 
countries from the prohibition of export subsidies. The most important measure is 
to provide a transitional period for these countries. This exemption has been widely 
used by developing countries for export incentives and also includes the tax 
advantages in export processing zones. 


1.2 Import-Substituting Subsidies 
The import-substituting subsidy is defined by the Art. 3.1 (b) as: 


“subsidies contingent, whether solely or as one of several other conditions, upon 

the use of domestic over imported goods.” 

Like export-substituting subsidies, the import-substituting subsidies could ei- 
ther be contingent in law or in fact. It will be treated as prohibited under the SCM 
Agreement. Unlike the export-substituting subsidies, there is no illustrative list for 
import-substituting subsidies. Because the scope of this kind of subsidy may be 
broader, the tax incentives that relate to using of goods produced within home 
country instead of the import may be considered import-substituting subsidies and 
be forbidden. 


People often argue about whether a certain percentage of the value added to 
goods of domestic origin requirement will lead to contingency upon the use of 
domestic over imported goods or not. Such a requirement may be met by elements 
like labor costs, overhead, depreciation, and other expenses without the need to 
use goods of domestic origin. As we mentioned before, the SCM Agreement is 
only applicable to the subsidies related to goods and not to other kinds of services, 
so if the requirement is related to labor, it will not fall the application of the SCM 
Agreement. 

But there are still two situations in this issue. One is that the certain percentage 
is not so high, and the requirement can be fulfilled without it being necessary to 
use goods of domestic origin. Then the import-substituting subsidies will not be 
contingent. The other situation is if the percentage is hard to meet, and it is neces- 


'2 Appellate Body Report on Canada — Aircraft, paras. 169-172. 
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sary to use domestic goods to meet the requirement. In this case, the certain per- 
centage will contingent on using domestic goods to replace import goods and is 
forbidden by the SCM Agreement. It means that whether a certain percentage re- 
quired will lead to contingency upon the use of domestic over imported goods or 
not will depend on the percentage set. 


2. Actionable Subsidies 


The actionable subsidies are regulated by Arts. 5 and 6. Actionable subsidies 
are not prohibited. However, they are subject to challenge, either through multi- 
lateral dispute settlement or through countervailing action, when they cause ad- 
verse effects or serious prejudice to the interests of another Member. Two condi- 
tions must be met when defining an actionable subsidy: (i) the scheme must rep- 
resent financial assistance by the government, and confer a benefit to a recipient 
and be specific; (ii) the subsidy must not constitute either a prohibited subsidy or 
anon-actionable subsidy (From 2000, the non-actionable subsidy no longer exists.) 


2.1 Adverse Effects 


In addition, for a scheme to be an actionable subsidy, it must cause “adverse 
effects” to the interest of WTO Members. There are three types of adverse effects. 
Firstly, there is injury to a domestic industry caused by subsidized imports in the 
territory of the complaining Member. This is the sole basis for countervailing ac- 
tion. Second, there must be serious prejudice. Serious prejudice usually arises as 
a result of adverse effects (e.g. export displacement) in the market of the subsidiz- 
ing Member or in a third country market. Thus, unlike injury, it can serve as the 
basis for a complaint related to harm to a Member’s export interests. Finally, there 
is a nullification or impairment of benefits accruing under the GATT 1994. Nulli- 
fication or impairment arises most typically where the improved market access 
presumed to flow from a bound tariff reduction is undercut by subsidization. 


The term “injury to the domestic industry” is used when the term appears in 
Part V of the SCM Agreement (when dealing with the regulation of countervailing 
duties).'° The serious prejudice approach is used in this way when used in the rel- 
evant provisions of GATT 1994.'* The last one is used in paragraph | of Article 
XVI of GATT 1994.!> The definition of “serious prejudice” will be explained later. 


This article does not apply to subsidies maintained on agricultural products as 
provided in Art. 13 of the Agreement on Agriculture. '© 





13, See footnote 11 of Art. 5 (a) SCM Agreement. 
14 See footnote 12 of Art. 5 (a) SCM Agreement. 
IS See footnote 13 of Art. 5 (a) SCM Agreement. 
16 Art. 5 SCM Agreement. 
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2.2 Serious Prejudice 


It is logical to define what is serious prejudice in Art. 5. It is regulated by Art. 6 
SCM Agreement. Art. 6.1 (a) mentions some circumstances in which “serious 
prejudice” exist. But these four circumstances of serious prejudice are no longer 
applicable, because they expired by their terms at the end of 1999.!7 


Now, “serious prejudice” can arise only under Art. 6.3. In Art. 6.3, “serious 
prejudice” will exist if: (i) the effect of the subsidy displaces or impedes the imports 
of a like product into the market of the subsidizing Member; (ii) the subsidy 
displaces or impedes the exports of a like product into a third-country market; (111) 
the effect of the subsidy leads to a significant reduction of the price or significant 
price suppression of a like product; (iv) the effect of the subsidy is an increase in 
the world market share of the subsidizing Member in a particular primary product 
or commodity. And this situation will not apply to any subsidy covered by the 
Agreement on Agriculture. 


To analyse the “effect of subsidy”, the first step is to determine whether the 
“serious prejudice” exists or not. The “effect of the subsidies” on the interests of 
another Member needs to be assessed, not the effect of “subsidy programmes”.!® 


In the /ndonesia-Autos case, the Panel gives the method to determine the 
“serious prejudice”. First, it confirmed that the subject of a subsidy is “like 
product”. The word “like product” means the subsidy need not be subject to the 
identical product of the importation, but nearly the same. For example, in this case 
the “like product” does not refer to all passenger cars but only to cars with like 
characteristics to the subsidized cars. The second step is to assess the change in 
relative market shares, through this subsidy. The third is that the price based on 
the subsidy of this product must be “significant” and to be “seriously prejudice” 
under Art. 6.3 (c). 


IV. The SCM Agreement under the WTO system 


1. The SCM Agreement and the GATT 


One of the purposes of the GATT is the promotion of free trade among the 
Members. In order to achieve this purpose, the question is whether special taxes 
may be imposed on imported goods and whether a tax relief may be granted on the 
export performance by the government. The GATT only gives a general answer 
to this question and then in the Tokyo Round the SCM Agreement was decided. 


1.1 Art. Wand Art. XVIGATT 


One of the most important principles of the WTO is national treatment. It is 
embodied in Art. III (National Treatment on Internal Taxation and Regulation). 


"7 Art. 31 SCM Agreement. 
i$ Panel Report Indonesia-Autos, para. 14.2006. 
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Art. II (1) GATT makes it clear that the structure of a national tax regime may 
not have protective effect in favor of local products. Art. III (2) GATT makes this 
requirement concrete in two ways. First, it provides that foreign products may not 
be subject to higher taxes than local products of the same kind. Second, it states 
that foreign goods, even if they are not of the same kind as domestic products, may 
not be subject to higher taxes than domestic products if the foreign goods compete 
with the latter.!° 


In the SCM Agreement, the direct and indirect tax or other internal charges 
imposed on the imported goods or products from foreign states may be treated as 
an imported subsidy and should be prohibited under the SCM Agreement regime 
in general. Form this opinion, we could say the SCM Agreement embodies national 
treatment in the subsidies area. 


In order to prevent the free trade principle being distorted by the Members 
through the provision of financial support on export performance, the GATT in- 
troduced Art. XVI. This article imposes both a notification and a negotiation re- 
quirement with regard to subsidies. In the 1950s, Art. X VI was extended to include 
what is contained in Part B of that provision, namely, a strict prohibition on sub- 
sidies for exports in general and a somewhat milder prohibition on subsidies for 
agriculture products.7° Then, in the Tokyo Round, this principle was put into prac- 
tice by the SCM Agreement. 


1.2 Some Issues between the SCM Agreement and the GATT 


Although the SCM Agreement is accordance with the general principle of 
GATT, basically disputes still arise from the differences between these two agree- 
ments. 


Firstly, the conflict between Art. XVIGATT and the SCM Agreement has to 
be discussed. The legal relationship between the GATT and the SCM Agreement 
seems clear. According to the general interpretative note to Annex IA of the 
Agreement Establishing the WTO, when there is a conflict between the provisions 
of the GATT and SCM Agreement, the SCM Agreement will apply. 


But, in practice, the situation is more complex, since a Member may claim the 
benefit, which is limited in the provision of the GATT and does not relate to the 
SCM Agreement, or a special subsidy, which is not covered by the SCM Agree- 
ment. For example, in the Desiccated Coconut case*', the question arose whether 
it is possible that some subsidy provisions of GATT 1994 have an independent 
meaning, but are not regulated by the SCM Agreement.*? The Panel answered this 
question in the negative and stated that “the relationship between the GATT and 





19 Wolfgang SchOn, World Trade Organization Law and Tax Law. 

20 Wolfgang SchOn, World Trade Organization Law and Tax Law, 2004, International Bureau 
of Fiscal Documentation. 

21 Brazil — Measures Affecting Desiccated Coconut, WTO document WT/DS22/R, 17 October 

1996. 

More details see Mare Benitah, Part of The Law of Subsidies under the GATT/WTO Sys- 

tem. 
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the other goods agreements in Annex 1A is complex and must be examined on 
case by case.”*> At the same time, the Appellate Body confirmed the Panel’s anal- 
ysis as “the question for consideration is not whether the SCM agreement super- 
sedes Article VI of GATT. But it creates rules which are separate and distinct from 
those of the SCM Agreement, and can be applied without reference to that Agree- 
ment represent an inseparable package of rights and disciplines that must be con- 
sidered in conjunction.” 


Secondly, whether the Members could be bound by GATT of 1994 without 
being bound by SCM Agreement is an issue. Generally, the answer is negative. 
According to Art. II of the Agreement establishing the WTO, it is clear that “The 
agreement and associated legal instrument, included in Annexes 1,2 and 3 are in- 
tegral parts of this Agreement, binding all Members.” But in practice for political 
reasons it is possible for a country to be a Member of the GATT 1947 but not 
Member of the WTO (For example, China is a member of GATT, and did not 
become a Member of the WTO until 2001). In this situation, do the benefits under 
the SCM Agreement apply to this country? In practice, according Art. XIII of the 
Agreement Establishing the WTO, the answer is no. 


And it is also theoretically possible that some Members make a commitment 
to some certain article. In this situation, whether the MFN could be invoked or not? 
For example, India is a signatory country, but the Indian commitment on Art. 14.5 
of the Tokyo Round Subsidies Code was not sufficiently clear. So the United States 
imposed countervailing duties but not apply the “material injury” test to certain 
imports from India.?4 


In this case, India argued that even its commitment on Art. 14.5 is not clear, 
but it is still a signatory of the Tokyo Round Subsidies Code. According to the 
MEN clause, like other countries, India should enjoy the “injury test benefit”. The 
United States authorities stated that the benefits of the Tokyo Round Subsidies 
Code were granted only to the signatory who agreed to this code without 
reservation, and argued that Art. 19.9 did not bind to India. This decision has not 
been given a real answer yet. But this issue should be taken into account by the 
SCM Agreement and may arise in future. 


2. The SCM Agreement and the GATS 


The SCM Agreement is only applicable to subsidies on the trade in goods and 
the GATS deals with subsidies related to cross-border services. 


23 Brazil — Measures Affecting Desiccated Coconut, WTO document WT/DS22/AB/R, 21 Feb- 


ruary 1997. 

24 whet details, see Mare Benitah, The Law of Subsidies under the GATT/WTO System 
(2001) P. 121. The Tokyo Round Subsidies Code refers to the Agreement on International 
and application of Articles VI, XVI and XXIII of the GATT. Although this case is about the 
Tokyo Round Subsidies Code, the issues still possible arise for the SCM Agreement. 
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2.1 Art. XV GATS 


Art. XV GATS deals with subsidies in the service area. It recognizes that sub- 
sidies may have indirect effects on the trade in services. Members must avoid the 
distortion effects by subsidies through negotiation. At the same time, this article 
permitted some special subsidies to be taken into account by developing countries 
in particular in order to develop their economies. 


2.2 The Relationship between the GATS and the SCM Agreement 


Tax incentives are the preferred method of providing subsidies in the service 
and financial sector. There is a lot of discussion about whether the SCM Agreement 
should include subsidies on services. Finally, the General Council stressed that, as 
part of the Doha Work Programme, WTO Members must intensify their efforts to 
conclude the negotiations on rule-making under Art. XV of GATS.?9 


There are two reasons the General Council used the GATS to replace the SCM 
Agreement: (1) the SCM Agreement applied to a subsidy when it was granted and 
the benefit was conferred. It also needed the “specificity” test, if a subsidy that is 
granted to all providers within a given mode of supply is not to be considered spe- 
cific; °° (ii) the principle of territoriality in the SCM Agreement could be difficult 
to apply directly in the services sector, especially when a subsidies entity provides 
services to third countries either by establishing a commercial presence there or 
by sending experts abroad. 


For these reasons, it is necessary to deal with the subsidies on goods and serv- 
ices separately and in two independent agreements. But, on the other hand, al- 
though the WTO’s legal framework draws a line between the SCM and the GATS, 
when it comes to subsidies there is no definite line between a practical and eco- 
nomical perspective. Many subsidies on goods may have an indirect effect on serv- 
ices. 


3. The SCM Agreement and the AoA 


Another important area in which subsidies are used is agriculture. The AoA 
provides a framework for the long-term reform of agricultural trade and domestic 
policies. It has a decisive influence on increased market of agricultural trade. At 
the same time, the agricultural package also addresses many other issues of eco- 
nomic and political importance to the Members. These provisions include domestic 
support and export subsidies on the agriculture. 


3.1 Subsidies under the Agreement on Agriculture 


According to Art. | (definition of terms) (c), it is clear that “budgetary out lays” 
or “outlays” includes revenue forgone. Then in paragraph (c), it is stated that 





5 WTO Document WT/GC/W/S535 of 31 July 2004, Annex C, paragraph e. 
6 WTO Document S/WPGR/M/41 of 12 March 2003 at 47 and 5S. 


2 
2 


325 


Zibin Zhou 








“export subsidies” refer to subsidies contingent upon export performance including — 
the export subsidies listed in Art. 9 of the Agreement. Thus, the tax measures and — 
the subsidies measure are covered in the AoA. Unlike the SCM Agreement, the 
AoA has established “check-the-box” rules for various subsidies on agriculture. 
“Green box” measures are those that have no, or minimal, trade-distorting effects 
or effects on production, and are acceptable; the “amber box” includes certain 
direct payments under production-limiting programs, and are not acceptable.2” 


In addition to the green box policies, some other policies need not be included — 
in the Total Aggregate Measurement of Support (Total AMS) reduction commit- 
ments. Under the AoA, Members are required to reduce the value of direct export 
subsidies to a level which is 36 per cent lower than the 1986-90 base period level 
over the six-year implementation period, and the quantity of subsidized exports by 
21 percent over the same period. 


3.2 Relationship between the SCM Agreement and AoA 


The regulation of the relationship between these two agreements is located in 
Art. 21 of the Agreement on Agriculture. It states that: 


“The provision of GATT 1994 and of other Multilateral Trade Agreements in Annex 
1A to the WTO Agreement shall apply subject to the provisions of this Agreement.” 


This means that all subsidies may be subject to different rules contained in the 
Agreement on Agriculture. Art. 5 SCM Agreement follows this principle as “this 
Article does not apply to subsidies maintained on agricultural products as provided 
in Art. 13 of the Agreement on Agriculture.” 


But in practice the situation will be more complex. When there is no clear line 
between the subsidies on agriculture and subsidies under the SCM Agreement 
disputes will arise. For example, in the Canada-Milk case,2* the United States 
maintained that Canada violated Art. 9 and 10 of the Agreement on Agriculture 
and Art. 3 SCM Agreement. It was necessary for the Panel to specify how it would 
deal with this double reference.?? 


On this issue, the Panel found that: “a Member is permitted to use export 
subsidies but only within the limits of the budgetary outlay and quantity 
commitment levels, if any, that are specified in that Member’s WTO Schedule. 
The use of agricultural export subsidies beyond such scheduled limits is in effect 
prohibited by Art. 3.3, 8, 10 of Agreement on Agriculture.” That means if the 
export subsidies are beyond the scheduled limits, the prohibition article, Art. 3 of 
SCM Agreement must be applied. Finally, the Panel found that the Canadian 
scheme did not fully conform with Part V of the Agriculture Agreement. If the 
subsidies did not fulfill Part V of the Agriculture Agreement, even if subsidies 


27 Michael Daly, WTO and Direct Taxation. The materials of LLM Postgraduate International 
Tax Law 2005.P.7. 

28 Canada-Measure A ffecting the Impersonation of Milk and the Exportation of Dairy Products, 
WTO document WT/DS103/R; WT/DS113/R, 17 May 1999. 

29 Marc Benitah, The Law of Subsidies under the GATT/WTO System (2001) P.139. 
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related to agriculture, in principle, the Canadian scheme could also be subject to 
an examination under Art. 3 SCM Agreement. 


V. Taxation and the SCM Agreement 


Tax incentives have always been used as a general method by the government 
to provide a certain subsidy to a limited producer or industry. Therefore, both direct 
and indirect tax incentives are covered by the SCM regime. At the same time, the 
domestic tax legislation has a big influence on the SCM regime, because, the two 
aspects of subsidies, the “financial contribution” and “benefit conferred”, are 
closely connected with the domestic law. 


1. Direct and Indirect Taxation 


Both direct and indirection taxation were covered by the SCM Agreement. 
Art. 1.1 (a) (1) SCM gives the definition of financial contribution, which is 
government revenue that is otherwise due is forgone or not collected (e.g. fiscal 
incentives such as tax credits). This explicitly indicates that the financial 
contribution may be conferred through taxation measures, which are related to the 
subsidy regime. 


1.1 Direct Taxation 


Annex I sub (e) and (f) SCM Agreement lists direction taxes and the related 
allowances, which are subject to export subsidies: 

(e) The full or partial exemption remission, or deferral specifically related to ex- 

ports, of direct taxes or social welfare charges paid or payable by industrial or 

commercial enterprises. 

(f) The allowance of special deduction directly related to exports or export per- 

formance, over and above those granted in respect to production for domestic con- 

sumption, in the calculation of the base on which direct taxes are charged. 

The term “direct taxation” means taxes on wages, profit, interests, rents, roy- 
alties, and all other forms of income and taxes on the ownership of real property.°° 
Subsidies can exist in the form of a tax exemption, a special deduction, a tax hol- 
iday, or a tax remission. Footnote 59 also focuses on the allowance related to the 
direct taxes, which particularly falls within the member’s rules (transfer pricing 
rules) on the pricing between export undertakings and their customers abroad who 
are under their control.*! 


The argument may be arising when the Members give a tax credit or exemption 
for foreign-source income to prevent double international taxation. The last para- 
graph of footnote 59 note that “Paragraph (e) is not intended to limit a Member 





30 Footnote 58 Annex I of SCM Agreement. 
31 See Karsten Engsig Sorensen, Direct Taxation and the WTO Agreement 2002, International 
Bureau of Fiscal Documentation. 
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from taking measures to avoid the double taxation of foreign-source income earned 
IS enterprises or the enterprises of another Member.” 


Direct taxation measures may constitute an export subsidy. For example, 
whether countries could give relief to export income (credit the corporate tax). The 
US-FSC case is the most famous case about direct taxation under the SCM Agree- 
ment. Foreign sales corporations (FSCs) were foreign-based corporations that ex- 
port US goods to third countries. These rules gave US exporters an exemption from 
(rather than a tax credit) US federal income tax; the amount was a portion of their 
export income attributable to an FSC located outside the US customs territory. And 
this exemption was available only for exports satisfying a 50 percent US content 
requirement. The EU took the position that this program constituted a prohibited 
export subsidy and, as such, violated the SCM Agreement and AoA. In 2000, on 
this issue, the Appellate Body ruled as “the FSCs measure involved subsidies ‘con- 
tingent upon export performance’ and therefore constituted a prohibited subsidy 
under SCM Article 3.1 (a)” 


1.2 Indirect Taxation 


Annex I (g) and (h) provides for two kinds of indirect tax subsidy under the 
SCM Agreement: 


(g) The exemption or remission, in respect of the production and distribution of 
exported products, of indirect tax in excess of those levied in respect of the produc- 
tion and distribution of like products when sold of domestic consumption. 


(h) The exemption, remission or deferral of prior-stage cumulative indirect tax on 
goods or services used in the production of exported products in excess of the ex- 
emption, remission or deferral of like prior-stage cumulative indirect taxes on 
goods or services used in the production of like products when sold for domestic 
consumption ... 


The term “indirect taxation” means sales, excise, turnover, value added, fran- 
chise, stamp, transfer, inventory and equipment taxes, border taxes and all taxes 
other than direct taxes and import charges. “Prior-stage” indirect taxes are those 
levied on goods or services used directly or indirectly in making the product. “Re- 
mission” of taxes includes the refund or rebate of taxes.*? 


Indirect tax incentives may be lead to prohibited subsidies. These kinds of taxes 
may be structured in such a way as to afford protection equivalent to an import 
tariff, which is an excise tax levied on a good that it is not produced domestically. 
One obvious example is an excise (or other) duty levied at a higher rate on imported 
products than on domestically produced products.** For instance, in Bangladesh, 
VAT is levied at a rate of 15 percent on the imports of some textiles; domestically 
produced substitutes are exempt and instead are subject to an instead to an excise 
tax of 2.5 percent. Under certain conditions, this kind of indirect taxation will be 
deemed to be imported subsidies on these textiles. 


32. Footnote 58 Annexof SCM Agreement. 
33. Michael Daly, Some taxing Issues for the World Trade Organization. 
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2. Benchmark of Subsidies 


Art. 1.1 (a) (1) (ii) also states that a subsidy may exist if “a government revenue 
that is otherwise due is forgone or not collected.” The term “otherwise” should be 
referred to a “normative benchmark” as established by the tax rules applied by 
each Member. A normative benchmark has to be defined against which a 
comparison can be made between the revenue actually raised and the revenue that 
would have been raised “otherwise”.*+ This means if we want to determine the 
normative benchmark, the tax regime in that Member should be taken into account. 
Generally, the difference between the benchmark and this situation is the amount 
of subsidy. In some countries these kinds of subsidies show the tax expenditure of 
the government budget. 


Finally, on the issue between the subsidies and the tax regime of each Member, 
the Appellate Body in the US-FSC case held, “A Member, in principle, has the 
sovereign authority to tax any particular categories of revenue it wishes. It is also 
free not to tax any particular categories of revenues. But, in both instances, the 
Member must respect its WTO obligations. What is ‘otherwise due’, therefore, 
depends on the rules of taxation that each Member, by its own choice, establishes 
for itself.”>> 


Two remarks could be made in this case: firstly in order to determine that some 
kinds of tax incentives are subsidies, we should know whether there is a benefit 
compared to the “normative benchmark”. Secondly, “normative benchmark” is 
evaluated under the tax regime of each Member. There is no common standard for 
all Members. That means, except for the tax incentives under the Annex I, we 
should consider the tax regime of that Member, when making a decision on whether 
a certain tax incentive is a subsidy or not. 


3. The Method of the SCM Agreement influences the Taxation 


As was analyzed above, both indirect and direct taxation incentives may be 
treated as subsidies within the meaning of the SCM Agreement, because they con- 
stitute a financial contribution by the government and confer a benefit. Annex | 
“Illustrative List of Export Subsidies” of the SCM Agreement, explicitly addresses 
some direct or indirect tax measures subject to subsidies. 


If the tax measure fulfills the requirement of prohibited subsidy, the SCM 
Agreement will forbid it. If the tax measure is subject to actionable subsidies, it 
will be examined by “adverse effects”. The following figure shows the SCM 
Agreement measure that affects taxation. 


The identification of a prohibited tax measure is the most important method 
through which the SCM Agreement will impact the tax measure. Under the SCM 
Agreement, determining the prohibited tax measure needs a three-steps approach. 
First, there has to be a financial contribution, which is based on Artl.1 (a) (1) (11) 





34 Appellate Body Report on US-FSC, para. 90. 
35 Appellate Body Report on US-FSC, para. 90. 
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Financial Contnbution 
Art |_l(aii) 
Benefit Conferred 
Art 1.1(b) 


Must be Specificity 
An2 


Prohibited Subsidies Actionable Sbusidies 


Adverse Effects 
Arn§ 


Yes No 


Forbidden by Allowed by 
SCM Agreement SCM 


SCM Agreement. This provision covers indirect transfers like tax exemption or 
deferral; as a second step, according to Art. 1.1 (b) SCM Agreement, a benefit has 
to be conferred by the measure in question. And the “specificity” is tested by Art. 2; 
the third step is to divide the subsidy into three categories through the “traffic light” 
approach. Red light means prohibited subsidies, and thus allocation in Art. 3. Tax 
measure incentives subject to this kind of subsidy were forbidden by the SCM 
Agreement. Yellow light means actionable subsidies, and thus allocation in Art. 5. 
Under certain conditions, tax incentives subject to this kind of subsidy will be 
allowed by the SCM Agreement. A green light means non-actionable subsidies, 
and thus allocation in Art. 8. Tax measure incentives subject to this kind of subsidy 
are allowed by the SCM Agreement. But it will not exist until 2000. 












Contingent on the 
use of domestic over 
imported goods 
Art 3.1(b) 


Contingent in law or 
im fact on export 
performance 
Art 3.1(a) 












VI. Conclusion 

The SCM Agreement regulates the provision of subsidies on goods, and 
through the “traffic light” approach to prevents the prohibit subsidies from distort- 
ing the free trade. From the practice of past years, we could say that the SCM 
regime has a great effect in protecting free trade and tax measures, but nevertheless 


some issues need to be resolved. 
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Firstly, the subsidies on goods and services are separately addressed in the SCM 
Agreement and the GATT. Although it is necessary to define these two kinds of 
subsidies separately and the definitions in these two agreements are clear, it is hard 
to draw a line between these two kinds of subsidies. Developing two different legal 
frameworks to address trade-distorting subsidies may make the issues more com- 
plex. In contrast, the EC Treaty puts subsidies on goods and services into one re- 
gime (the state aid regime). In the future, the SCM regime may be considered an 
integral approach like the state aid regime under the EC treaty, and should consist 
of both subsidies on goods and services. 


Secondly, the scope of subsidies under the SCM Agreement and other agree- 
ments should be explained further. Besides the SCM Agreement and GATS, sub- 
sidies also exist in other WTO Agreements. The methods to define the prohibited 
subsidies are very different; for example, the Agriculture of Agreement used the 
“check on the box” approach. If the line between these definitions is not clear, it 
will be very hard to confirm which Agreement should be applied in practice. For 
example, in the Airbus case*®, the fundamental legal issues were the apparent pos- 
sibility to invoke two different texts, the SCM Agreement and the Agreement on 
Trade in Civil Aircraft. 


Thirdly, if a country made a unclear commitment, it is unclear whether it still 
could enjoy the advantage of SCM Agreement through the most-favored-nation 
clause. Although a country made a commitment on certain article, it is still a sig- 
natory country, and thus according the most-favored-nation clause it should re- 
ceive the benefits of the agreement. But, on the other hand, the benefit should only 
be given to a country that has paid the price. If a commitment country could enjoy 
the benefit of an agreement, this could be lead to the “free-rider problem”. In my 
opinion, according the principle of paragraph | Art. XIII of the Agreement Estab- 
lishing, the commitment country should still get the general advantages of the SCM 
Agreement because it is a signatory. It should not enjoy the benefit of the certain 
article because it made a commitment. But, in practice, the situation is more com- 
plex and need more research. 





36 German Exchange Rate Scheme for Deutsche Airbus, Report of the Panel, (Unadopted), 
March 4, 1992,1992 WL 792947, SCM/142. 
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Changes in the Legal Order of the United States after the FSC and ETI Decisions 





I. Introduction 


Before 1962, the United States (hereinafter: US) corporations used to canalize 
export activity through foreign based companies organized under the legislation 
of ‘tax havens’. These foreign based companies were buying manufactured goods 
from US parent companies and used to resell them at a markup to foreign taxpayers, 
isolating the sales income in the based company from the US tax jurisdiction. Be- 
cause of the substantial loss of tax revenue, the US Government decided to imple- 
ment a legislation which would prevent the deferral of US tax on foreign base 
company income. The US Congress in 1962 enacted the CFC ! (controlled foreign 
corporation) legislation with the purpose to achieve this aim. After the enactment 
of the CFC legislation, US multinational corporations applied pressure on the Gov- 
ernment for enacting new legislation to provide incentives for exports, so as to 
make them internationally competitive on the global market. 


The incentives were created through different provisions and regulations start- 
ing from 1971, when the first legislation under which export incentives were pro- 
vided was enacted. From then onwards, the US, like many other countries, has 
been providing export-related benefits under its tax law. Starting from 1971, these 
benefits were provided first under the Domestic International Sales Corporation 
(“DISC”) regime and then the Foreign Sales Corporation (“FSC”) regime. Tax sub- 
sidies provided by DISC/FSC legislation have been declared in violation of WTO 
rules by a WTO Panel, the WTO Appellate Body reports and WTO Compliance 
Panels. The FSC regime was repealed and replaced with the Extraterritorial Income 
Act (“ETT”) in 2000. The new ETI regime also created an illegal export subsidy 
according to WTO law. Because the US was not acting in accordance with WTO 
Panel and Appellate Body decisions on FSC/ETI regimes, on 7 May 2003, the 
WTO authorised the EU to impose trade sanctions to the extent of USD 4 billion 
(the estimated value of the subsidy in 2000) by increasing the customs duties on 
certain selected products up to 100%. Countermeasures on certain US products 
gradually started entering into force on | March 2004 from a much lower level 
(5%). 

In 2004, US passed the American Jobs Creation Act (“AJCA”) as a response 
to the EU challenge of U.S tax provisions before the World Trade Organization 
(“WTO”). 


Il. Overview of United States Rules of Taxation 


In today world of increasing globalization, changing international economic 
conditions, growing international trade and technical developments, every country 
imposes its own tax rules that govern the tax treatment of its residents operating 
abroad and foreign taxpayers operating in that country. 


The United States is using a system of taxation, according to which the US 
exercises tax jurisdiction over its citizens and companies incorporated in the US 





| The US was first country in the world which enacts CFC legislation. 
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regardless of where the income is earned (worldwide taxation). For this purpose, 
US tax law makes a distinction between taxation of outbound transactions and tax- 
ation of inbound transactions. 


Taxation of outbound transactions is straightforward whereby individual resi- 
dent in the US and citizens of the US wherever residing are taxed on their world- 
wide income, regardless where the income is earned Domestic corporations 
which are established and organized under the US law are taxed on their worldwide 
income under specific conditions and as per specific rates.* US individuals or cor- 
porations that are partners in either a US partnership or a foreign partnership are 
also taxable on their worldwide income. US taxpayers engaged in activities in a 
foreign country generally compute taxable income in the same manner as a US 
taxpayer who is engaged in activities and operates solely within the US. With re- 
gard to the foreign activities of a US taxpayer there are some differences.4 For US 
residents and citizens, including domestic corporations, the most important provi- 
sions of international taxation are those dealing with the foreign tax credit.5 Under 
those provisions a foreign tax credit for income taxes paid to foreign countries is 
available to offset US income taxes only if the foreign taxes are paid with respect 
to foreign source income. 


Non-resident aliens and foreign corporations are not subject to US taxation on 
their world-wide income.® Under the Internal Revenue Code (hereinafter: IRC), a 
non-resident foreign individual is taxed in the US in the same way as a US resident 
taxpayer, but only if the non-resident foreign individual is engaged in trade or busi- 
ness and earns income which is effectively connected with conduct of the trade or 
business in the US.’ On the other hand, a foreign corporation is also taxed on its 
taxable income effectively connected with conduct of a US trade or business.8 A 
foreign corporation is taxed in the same way as a domestic corporation on earned 
business profit from the conduct of trade or business within the territory of the US 
or on specified US investment income.’ The investment income of a foreign cor- 
poration from US sources is subject to a flat tax rate on a gross basis!° to the extent 
such income is not effectively connected with the conduct of US trade or business. 


The taxable income of a corporation includes “all income from whatever source 
derived”, subject to some exclusion and deductions (trade or business expenses 
which for a corporation include reasonable salaries, interest on capital, etc) and 
other ordinary and necessary expenditures in carrying on any business.!! Under 


See Internal Revenue Code (hereinafter: I.R.C) § 1. 
See I.R.C § 7701 (a) (4). 

See LR.C § 168 (g) (1) (A). 

See LR.C § 901-908. 

See I.R.C § 871. 

See L.R.C § 871 (b); §§ 3.02- 3.03. 

See L.R.C § 882. 

% See LR.C § 881. 

10 See I.R.C § 881 and 882; § 7701 (a) (5). 

‘| In addition: taxes, losses, depreciations, bad debts, research and development costs, chari- 
table gifts, trade mark and trade name expenditures. 


1 fo A & & BW 


x 


336 


Changes in the Legal Order of the United States after the FSC and ETI Decisions 








the IRC legal persons subject to corporate income tax are defined very broadly 


including “corporations, associations, joint stock companies, insurance companies 
and banks”!?, 


Taxing the taxpayers on their worldwide taxable income regardless of its 
source, coupled with the relatively high US corporate income tax rate!? arguably 
places US taxpayers at a competitive disadvantage in the international market 
place. 


The US Government is aware of this disadvantage, but efforts to correct it are 
complicated by the nation’s obligations and commitment to free trade. The US is 
bound by international treaties and agreements that are intended to prevent one 
nation from discriminating against another in its trade policies, or even from fa- 
vouring products produced within its border over imported goods. For achieving 
competitiveness of its taxpayers in the international market, US Government en- 
acted three regimes with the aim to level the international playing field for US 
exporters. 


III. Incentives to Increase United States Exports 


1. Domestic International Sales Corporation (DISC) 


Tax systems are used by governments to achieve a variety of different political 
and policy objectives and goals. One of the most important objectives and goals 
is increasing of a country’s own exports, which will lead to achieving a lot of other 
different objectives and goals (more employees, more taxes paid, more money in 
the budget etc.). Every country is free to undertake domestic measures through the 
system, either as direct or tax expenditures for increasing the exports, but it must 
have in mind that these measures should not be taken against the principles and 
law of the World Trade Organization. '4 


The US policy for supporting exports till 1971 was neutral particularly in re- 
spect of taxation of the foreign investment at the same rate of tax as income from 
domestic business activities or investments. After 1971 the US made a departure 
from this general pattern, providing preferential treatment for foreign income with 
a purpose to create incentives for increasing the export of US-produced goods and 
economic assistance to US possessions. 


In 1971, taking into account the level of US exports, the Congress adopted a 
legislation which created a tax subsidy for export income by providing tax benefits 
for US companies engaged in export activities which were similar to the tax ben- 
efits otherwise derived by United States taxpayers operating abroad. The Congress 
enacted the Domestic International Sales Corporation (hereinafter: DISC) provi- 


2 See LR.C § 7701 (a) (3). 


13 See ILR.C § 267. 
14 WTO-successor of GATT 1947. 
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sions to provide tax incentives for US exporting companies, which came into force 


on Ist January 1972 and were incorporated in the Internal Revenue Code.!5 Under _ 


these provisions, to qualify as a DISC a United States corporation had to meet 
specific requirements, including the condition that it be a domestic corporation, 
that 95% of the corporation's gross receipt for each taxable year consist of “qual- 
ified export receipts” and that 95% of the corporation's assets at the close of the 
taxable year be “qualified export assets”. 


The subsidy provided by the DISC provisions was made in the form of an in- 
definite deferral of US direct taxes on a portion of export income (earnings) that 
was channeled through DISC, and was in effect an interest free-loan from the 
Treasury US exporters.'°Under the DISC provisions, a US manufacturer could set 
up a DISC in the US the income of which would not be taxed at the DISC level. 
Instead, the corporate shareholders were taxed on the portion of the DISC income 
which was deemed to be distributed to them. The income of DISC which was not 
distributed to the shareholders was not subject to US taxation until it was actually 
distributed. 


Because of these provisions, the biggest trade partners of the US, which were 
members of the General Agreement of Tariffs and Trade were not satisfied and 
argued that the DISC provisions constituted illegal export trade subsidies and were 
not in accordance with GATT, because they created a distortion which favoured 
United States corporations. The DISC provisions were disputed in front of the 
GATT Council by the European Community as contradictory rules which did not 
correspond to the US obligations under Art. XVI: |4| GATT" and the Declaration 
of 19 November 1960 giving effect to the provisions of that paragraph.'* 


The GATT Council agreed that a party to GATT was not obliged to tax export 
income attributable to economic processes located outside its territorial limits as 
long as arm’s length pricing was maintained between related corporations. The 
Council also concluded that nothing in the GATT prohibited the adoption of meas- 
ures to avoid the double taxation of foreign source income. 


In 1976, a GATT Panel was constituted and started examining the effects of the 
DISC legislation in economic terms. The Panel concluded that it conferred a tax 
benefit and that this benefit was essentially related to exports. The Panel considered 
that if the corporation income tax was reduced with respect to export related ac- 
tivities and was unchanged with respect to domestic activities for the internal mar- 
ket this would tend to lead to an expansion of export activity. Therefore the DISC 
would result in more resources being attracted to export activities than would have 
occurred in the absence of such benefits for exports. The Panel findings were that 
the DISC rules violated the GATT provisions and the DISC rules also appeared to 


'S See LR.C § 991-997, as enacted in 1971. The DISC regime was not repealed outright. 

'6 See also LR.C § 991-997, 

'’ United States Tax Legislation (DISC), L/4422-23S/98, Report of the Panel, July 30, 1973, 
GATT B.LS.D (23 Supp.) 98. For more detailed analysis of the circumstances of DISC see 
John H. Jackson, “The Jurisprudence of International Trade. The DISC case in GATT”, 72 
American Journal of International Law (1978), pp. 747-781. 

‘8 Ttems (c) and (d) of the Declaration from 19 November 1960 list. 
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constitute a prohibited “export subsidy”, under the Agreement reached in the To- 
kyo Round of Multilateral Trade Negotiations. !? 


2. Foreign Sales Corporation (FSC) 


In the face of pressure from it’s GATT trading partners and not conceding that 
DISC provisions violated the GATT, the US Congress in 1984 adopted a new set 
of export incentives for a new type of tax preferred corporation called the Foreign 
Sales Corporation (hereinafter: FSC)?" with the intention to encourage exports and 
to try to eliminate those aspects of DISC which were found to be prohibited export 
subsidies. The DISC provisions were retained but the DISC shareholder were made 
to pay an interest charge on the tax deferral each year equal to the US Treasury 
borrowing rate.*! 


Interpreting the GATT rules, the conclusion made by the Congress was that 
export income can be exempt from domestic tax, if the economic process which 
is the reason for creating such income takes place outside the country of export. 
In light of this interpretation, FSC rules were believed to be rules which did not 
constitute illegal export subsidies and which did not treat US corporation favo- 
rably. 


Under the new legislation, a FSC was a foreign corporation set up by the US 
parent corporation, with the purpose of handling substantial commercial activities 
in a foreign country, through genuine presence in that foreign country. An addi- 
tional requirement was that the income of an FSC must be determined on an arm’s 
length basis and the FSC must be located in a jurisdiction/country which exchanges 
information about all tax issues connected to the FSC, especially about the FSC’s 
financial records. In the legislation there were eligibility requirements which for- 
eign corporation were required to meet, to qualify as an FSC:?? 


a) An FSC must have been created under the law of a foreign country or US 
possession;77 

b) In the Board of Directors at least one of the members could not be a US 
resident;74 

c) An FSC could not have more than 25 shareholders; 





19 Tokyo Round Agreement on US exports, 1973- 1979. 

20 See IR.C §§ 921-927. 

21 Interest charge in that case converts interest-free loans formerly available to DISC into an 
interesting-bearing loan; in addition only $10 million or less of qualified export receipts of 
DISC can qualify for the tax deferral. 

22. See I.R.C § 922 (a). 

23 See I.R.C § 922 (a) (1) (a)-Only country other than Puerto Rico which has concluded an 
agreement for exchange of information or tax treaty with US with adequate exchange pro- 
vision can qualify as host country for an FSC. d 

24 See I.R.C 922 (a) (1) (E). 

25 See ILR.C § 922 (a) (1) (B). 
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d) An FSC could not have a preferred stock outstanding;?6 


¢) An FSC could not be a member of controlled group of corporations which 
includes DISC:?’ 


f) The FSC election was required to be made within 90 days before a taxable 
year begins and could be revoked by a taxpayer within the first 90 days of any 
taxable year automatically after failing to qualify as a FSC for 5 consecutive 
years;** 

g) The corporation was required to maintain an office in foreign country, which 
office must conduct activities comparable to a permanent establishment under in- 
come tax treaty concept and maintain a set of permanent books;?? 


In most of the cases the FSC was nothing else than a wholly-owned subsidiary 
of a US parent corporation, if all requirements were fulfilled. When the conditions 
to qualify as an FSC were met, “foreign trade” income of the FSC was required to 
be calculated and only that portion of the FSC income which was treated as “foreign 
trade income” was subject to special FSC taxing rules and therefore exempt from 
tax under the US tax system.*°The income of the FSC was classified as “foreign 
trade income” if it was export-related income, the management of the FSC was in 
a foreign country and the economic processes, which are conditions for creating 
income, took place in the foreign country.*! 


The benefits from the FSC provision were only available for the FSC export 
income and not for the income that the FSC might earn through other activities. 
The FSC “foreign trade income” was the gross income of an FSC, attributable to 
“foreign trade gross receipts” and which arose from sale of “export property” 22 
leasing of “export property” for use outside of US or the performance of services 
with respect to either sale or lease transaction.*? The second condition for any of 
the FSC’s income to qualify as “foreign trade income” would be fulfilled if the 
directors and shareholders meeting (corporate management) were to take place 
outside the US.** The last and most important condition would be met if the eco- 
nomic processes which led to the production of income earned by an FSC were to 
take place outside the US. Such economic processes were deemed to take place 
26 See I.R.C § 922 (a) (1) (C)-requirement to prevent FSC form being able to direct nontaxable 

dividends to shareholders with taxable income and taxable dividends to shareholders with 

net operating loss carryovers. 

27 See LR.C § 922 (a) (1) (F). 

28 See IL.R.C § 927 (f) (1) (A). 

29 See LR.C § 922 (a) (1) (D). 

© See I.R.C § 922; amount of income that is exempt depends on the transfer price mechanism 
for determining “foreign trade income of FSC.” 

3! See LR.C § 924 (a) and § 924 (b). 

*2 See LR.C § 927 (a) (1)-export property is defined as property produced in the US solely for 
use outside of US if not more than 50% of the fair market value is attributable to raw materials 
imported into the US. 

33, See LR.C §§ 923 (b), 924 (a) (1)- (3). 

34 See ILR.C §§ 924 (b) (1) and (c)-all dividends, legal and accounting fees and compensation 
of officers and directors must be paid from foreign bank account; the principal bank account 
must be maintained in a foreign location than meets exchange-of-information requirements. 
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outside the US if “participation” and “foreign direct cost requirements”*> were 
met. The corporation which qualified as an FSC could benefit from the FSC pro- 
visions and could be exempted from US taxation for a portion of foreign trade 
income if that income was treated as income not effectively connected with the 
conduct of a trade or business in the territory of the US.*° The size of the FSC 
benefit resulted from rules governing how much of the FSC’s income was tax ex- 
empt and on the rules governing how the combined parent-and —FSC export in- 
come was allocated between them.*’The exempt portion of FSC foreign trade in- 
come could be different, which would depend on the method which was used for 
calculating the exempt portion. The exempt portion could be calculated using the 
arm’s length pricing between the FSC and a related supplier**or using administra- 
tive pricing rules for determining the foreign trade income allocated to the FSC.*? 
As a result of these rules a corporation could exempt between 15%~—30% of export 
income from being subject to US taxation. 


By exempting income attributable to a foreign jurisdiction from US taxation, 
the US Government favoured its corporations which qualified as FSC’s, thereby 
creating tax incentives and conditions for increasing the US exports, making its 
corporations more competitive in the global market. 


The European Community (hereinafter: EC), through the European Commis- 
sion, submitted a complaint to the World Trade Organization (hereinafter: WTO) 
in late 1998 against the US, challenging the FSC export tax incentives provisions 
as an illegal export subsidy under the WTO Agreement. EC requested the estab- 
lishment of a dispute settlement panel at the WTO to resolve the dispute, because 
the FSC provisions did not offset tax advantages provided to the US producers in 
respect of their exports in the previous DISC legislation.*° 


The EC argued that the FSC provisions constituted a violation of the Agreement 
on Subsidies and Countervailing Measures*! (hereinafter: SCM) and the Agree- 
ment on Agriculture (hereinafter: AoA) entered into force 1995. According to 


35, See I.R.C § 924 (d)- (e); Treas. Reg. § 1.924 (d), (e). 

36 See ILR.C §§ 923 and 921 (a) (d). Non-exempt foreign trade income and investment income 
related to the foreign trade income earned by a FSC is generally treated as US source income 
effectively. connected with conduct of a trade or business conducted through a permanent 
establishment within the US. Non-exempt income is taxed currently. 

37 Export tax benefits and WTO: Foreign Sales Corporation and the Extraterritorial replace- 
ment provision — David Brumbaugh, Order Code RS 20746, April 22, 2003. 

38 See ILR.C §§ 923 (a) (2) and 921 (b). 

39 See ILR.C § 925 (a) (2). 

40 The FSC provisions also contained “administrative” income allocation rules that assigned 
more income to the tax favoured FSC subsidiary than could be allocated under the “arm’s 
length” pricing method. 

41 Agreement on Subsidies and Countervailing Measures, April 15, 1994, Marrakech Agree- 
ment Establishing World Trade Organization, Annex 1, Uruguay Round on Multilateral 
Trade Negotiations [:] Legal Instruments Embodying the Results of the Uruguay Round on 
Multilateral Trade Negotiations Done at Marrakech on 15 of April 1994, vol. 27 (1994). 

42 Agreement on Agriculture April 15, 1994, Marrakech Agreement Establishing World Trade 
Organization, Annex |, Uruguay Round on Multilateral Trade Negotiations [:] Legal Instru- 
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the facts of the EC, the FSC scheme constituted a subsidy, contrary to Art. 1,48 of | 
the WTO Agreement on SCM which in conjunction with transfer pricing rules, 
resulted into revenue foregone by the US Government. The tax exemption exclud- — 
ed foreign trade income from US Control Foreign Corporation rules, as well as — 
from US taxes otherwise due on foreign trade income and granted full deduction 
for FSC dividends received from earnings attributable to foreign trade income. 


The second argument provided by EC was that FSC violated and infringed 
Art. 3.1 (a)** and 3.1 (b)*° SCM, because subsidies were contingent upon export 
performance or upon the use of domestic over imported goods. Furthermore Art. 3 
SCM was infringed because of the need to limit the value attributable to imported 
goods which resulted in preference for US produced goods. The FSC scheme’s 
special tax exemption for export income constituted and conferred a benefit on US 
exporters by shifting US income to the FSC. The third argument from the EC was 
that the FSC subsidy violated the AoA, in respect of scheduled and unscheduled 
items. 


On the arguments presented by the EC, US argued defending the FSC regime. 
The US representatives argued that the SCM Agreement gave countries consider- 
able scope for setting required intra-firm pricing methods and “administrative pric- 
ing” rules and merely identifying the portion of income attributable to foreign eco- 
nomic processes. 


Also as per the US understanding, the SCM Agreement stated that countries 
need not tax income from “foreign economic processes”, because that was the basis 
for acceptability of “territorial taxation” and was consistent with WTO rules.4” On 
the argument of the EC that the FSC rules constituted a subsidy because govern- 
ment revenue otherwise due was forgone or not collected, the US government ar- 
gued that the FSC regime did not have the effect of foregoing income because the 
US had no obligation to tax foreign source income and such income did not nec- 
ments Embodying the Results of the Uruguay Round on Multilateral Trade Negotiations 

Done at Marrakech on 15 of April 1994, vol. 27 (1994). 

* Article 1.1 reads, in relevant parts “[A] subsidy shall be deemed to exist if: (a) (1) there is a 
financial contribution by a government or any public body ... where: ... (ii) government 
revenue that is otherwise due is forgone or not collected (e.g. fiscal incentives such as tax 
credits)... and (b) a benefit is thereby conferred, See Agreement on Subsidies and Counter- 
vailing Measures, infra note 23. 

4 See L.R.C- Subpart F. 

4 Art.3.1 (a) reads “Except as provided in Agreement of Agriculture, the following subsidies, 
within the meaning of Article |, shall be prohibited: (a) subsidies contingent, in law or in 
fact, whether solely or as one of several other conditions, upon export performance, including 
those illustrated in Annex I” (Footnotes omitted), See Agreement on Subsidies and Coun- 
tervailing Measures, infra note 23. 

46 Art.3.1 (b) reads “Except as provided in Agreement of Agriculture, the following subsidies, 
within the meaning of Article 1, shall be prohibited: (b) subsidies contingent, whether solely 
or as one of several other conditions, upon the use of domestic over imported goods.”, See 
SCM, infra note. 

47 Daly Michael, 2005, The WTO and Direct taxation, Discussion paper No 9 (section III and 
references therein). 
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essarily need to be taxed. The US further pointed out that according to footnote 59 
in SCM Annex I (e), which covered measures to relieve international double tax- 
ation, in cases concerning the setting of internal transfer prices and cases of transfer 
pricing rules, Members should solve differences using the facilities of bilateral tax 
treaties or other specific international mechanisms, other forum before the case is 
brought in front of Dispute Settlement Body of WTO.*8 The US stated at the end 
that the FSC regime was not an export subsidy under established principles of in- 
ternational law. 


The WTO Panel that dealt with the FSC dispute published its report on 8 Oc- 
tober 1999 and in the report for most part the Panel supported the claims made by 
the EC. The Panel began by summarizing various features of the FSC. First the 
Panel analyzed the subsidy issue and looked at whether the FSC regime may fall 
under the “government revenue that is otherwise due is forgone” clause of Art. 1 
(a) (11) SCM Agreement. The Panel rejected the argument brought by US, on the 
basis of the overall impression of US tax regime. According to the Panel the effect 
of the FSC regime was that the US Government refrained from taxing income that 
would have been taxed in the absence of the legislation. In other words, in the 
absence of the FSC regime the exempted income under FSC rules would be subject 
to US taxes. Because the FSC regime was an exception to the normal rules this 
meant that it was a subsidy and was referred to as the “but for” test.4? 


The Panel further ascertained that FSC constituted a prohibited subsidy con- 
tingent upon export performance, because the US tax provisions relating to foreign 
trade receipts and the definition of export property required this export to take 
place. The WTO Panel also found that the US had acted inconsistently with the 
obligations under Art. 3.3 AoA and consequently with the obligation under Art. 8 
of that Agreement.*? The Panel did not address the broader question as to whether 
US exporters suffered a competitive disadvantage,°'! because European exporters 
were generally not taxed on income from abroad, nor subject to VAT*? on exports. 
The US Government immediately appealed the Panel’s decision, arguing that the 
WTO rules held that a country needs not to tax income from foreign economic 
processes and that FSC was therefore permissible. Also the EC appealed Panel’s 





48 In particular, United States argued that an attempt should first have been made to solve the 
dispute within OECD or by using the dispute settlement mechanisms that are referred to in 
relevant tax treaties (see Panel Report, para. 7.12). 

49 In the Panel Report, para. 7.45, the Panel stated “... we took the term ‘otherwise due ‘to 
refer to the situation that would prevail but for the measures in question”. In para. 91 of its 
Report the Appellate Body accepted the application of the “but for” test in the present case. 

50 Daly Michael, 2005, The WTO and Direct taxation, Discussion paper No 9 (section I, I, III, 
IV and references therein). 

51 This disadvantage, involved two elements. The first element concerned the fact that whereas 
some European countries generally tax only income earned domestically (territorial system 
of direct taxation), the US generally taxes world-wide income of its residents (world-wide 
system of direct taxation). Secondly whereas US exporters to the EU are subject to the EU 
Value Added Tax (VAT), EU exporters to the US are not because the EU exempts its own 
imports and the US does not levy such a tax. 

52 European Value Added Tax Directive 77/388/EEC, 17 May, 1977. 
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decision arguing that Panel erred in declining to reach its SCM Art. 3.1 (b) content- 
contingency complaint. 


On 22 February 2000, the WTO Appellate Body*’concluded that the FSC leg- 
islation was an export subsidy contrary to the terms of the SCM Agreement and 
recommended that the US amend its legislation so that it no longer infringed the 
terms of the WTO Agreement. The WTO Appellate Body upheld the Panel’s find- 
ing that the FSC involved subsidies “contingent upon performance” and therefore 
constituted a prohibited subsidy under Art. 3.1 SCM. Also the WTO Appellate 
Body reversed the Panel’s finding that FSC measures involved “the provision of 
subsidies to reduce the costs of marketing exports” of agricultural products under 
Art. 9.1 (d) AoA and in consequence that the US had acted inconsistently with its 
obligation under Article 3.30f AoA. The Appellate Body stated that by applying 
export subsidies through the FSC regime, the US violated its obligation under 
Art. 10.1 and 8 AoA.™ Finally the Appellate Body emphasized *° that its conclu- 
sions were only relevant to the FSC legislation and should not be interpreted as a 
judgment on the lawfulness or otherwise of any other tax measure applied by any 
Member of WTO.°° The Dispute Settlement Body adopted the Appellate Body 
Report and the Panel Report, as modified by the Appellate Body Report at its meet- 
ing in March 2000. 


The FSC regime discriminated imported products. While it granted tax exemp- 
tion to US producers exporting at least 95% of their annual production by exclud- 
ing them from the Subpart F (CFC) tax rules, products of foreign producers im- 
ported into the US remained taxed in full under the general regime. 


3. Extraterritorial Income Act (ETI) 


In the face of the Appellate Body’s decision, the US was in a dilemma either 
to make some adjustment to the FSC regime in an attempt to comply with Dispute 
Settlement Body’s ruling and in that context with WTO rules or to undertake broad 
reform of its income tax system, adopting broad base consumption tax or the “ter- 
ritorial” tax system. The US Government decided to adopt a narrower approach 
and on 15 November 2000 promulgated the FSC Repeal and Extraterritorial In- 
x WTO, Report of the Appellate Body, United States — Tax treatment for “Foreign Sales Cor- 

poration”, WT/DS108/AB/R, 24 February, 2000. 

‘4 “A history of the Extraterritorial income (ETI) and Foreign sales corporation (FSC) export 
tax — benefit controversy” — David Brumbaugh, Congressional Research Service, November 

9, 2004. 
5S. FSC Appeal, supra note 60 para. 179 of the decision — This is not a ruling that a Member 

must choose one kind of tax system over another so as to be consistent with that Member’s 

WTO obligations. In particular this is not riling on the relative merits of the “world-wide” 

and “territorial” systems of taxation. A Member of the WTO may choose any kind of tax 

system it whishes — so long as, in so choosing, that Member applies that system in a way 
that is consistent with its WTO obligations. 
56 Direct taxation and WTO Agreements — Karsten Engsig Sorensen, IBFD, European Taxa- 

tion, No. 6/7, 2002. 
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come Act (hereinafter: ETI Act), in an attempt to comply with the Dispute Settle- 
ment Body (hereinafter: DSB) rulings and recommendations in the FSC dispute. 


Under the new legislation, the ETI exclusion rules applied to every eligible US 
taxpayer,”’ all the time, who was able to identify transactions that generated “qual- 
ifying foreign trade income” (hereinafter: QFTI)°* on their US tax books and then 
compute an amount of eligible ETI? that was excludable annually from US taxable 
income. The ETI rules were not elective but the taxpayer could elect not to include 
“foreign trade gross receipts’? (hereinafter: FTGR) for purposes of determining 
QFTI.°! The ETI regime stated that 30% of each applicable transaction, that cre- 
ated “foreign sale and leasing income’? would qualify as QFTI and therefore was 
eligible for exclusion under the ETI regime.The ETI provisions applied to foreign 
sales and leases of property manufactured in the United States and also to foreign 
sales and leases of property manufactured outside the United States. In the case of 
property manufactured outside the United States, the manufacturer must either 
have been subject to the taxing jurisdiction of the United States or must have elect- 
ed to subject itself to such jurisdiction. Thus, the income from transactions to which 
the ETI provisions applied was subject to consistent US tax treatment. The exclu- 
sion provided under the ETI provisions generally was available only if certain eco- 
nomic processes were conducted outside the United States. As under the FSC pro- 
visions, these economic processes related to the solicitation, negotiation, and mak- 
ing of contracts. A portion of the income from foreign transactions covered by the 
ETI provisions was exempt from U.S. tax. This exclusion was an alternative ap- 
proach to addressing potential double taxation and foreign tax credits were not 
allowed with respect to the excluded income. 


The European Union (hereinafter: EU) took the view that the ETI Act violated 
the SCM Agreement and requested that the question be put forward before the 
original Panel in accordance with Art. 21.5 of the Understanding on Rules and 
Procedures Governing the Settlement of Disputes (hereinafter: DSU). 


The arguments brought by the EC in front of the Panel, established by the WTO 
in January 2001, were that amendments made to the FSC provisions did not alter 





‘7 The ETI exclusions applies to individuals, “C” corporations, “S” corporations shareholders, 
partners in partnerships and limited liability companies (LLC’s). 

38 See ILR.C § 941 (a) defines QFTI as “... the amount of gross income which, if excluded, 
will result in a reduction of the taxable income of the taxpayer ...” 

»” See kRiC § 141. 

mo See LRiC $942. 

61 See I.R.C § 942 (a) (3). 

62 See I.R.C § 943 (b) (1)-... transaction is defined as any sale, lease, rental or furnishing of 
services. 

63 Foreign sale and leasing income may consist either of foreign trade income attributable to 
foreign economic processes conducted by the taxpayer outside the United States or foreign 
trade income derived from lease or rental receipts for the use of qualifying property outside 
the United States. 

64 WTO Request for the Establishment of a Panel, United States-Tax Treatment for “Foreign 
Sales Corporation” Recourse to article 21.5 of the DSU by the European Communities, WT/ 
DS108/16 (December 8, 2000). 
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the framework established by the FSC regime, because the problem of the subsidy 
did not so much concern the exemption of the foreign separate legal entity, but 
rather its foreign income. Furthermore, the US had failed to comply with its obli- 
gation to withdraw all FSC subsidies® in accordance with Art. 4.7 SCM Agree- 
ment,”° because the ETI scheme replicated the formula approach to measure ex- 
cluded income, just as under the special FSC transfer pricing rules. The EC stated 
that the ETI’s foreign content limitation®’ violated both Art. 3.1 (b) SCM Agree- 
ment and Art. III: 4 GATT. 


The US argued that ETI exclusions applied to all US taxpayers, so there was 
no subsidy or government revenue “forgone” that was otherwise due and that both 
foreign and US manufactured goods were eligible for the exclusion because there 
were ways and conditions to qualify for ETI without exporting, so benefits were 
not contingent upon export performance. Further arguments by the US were that 
the intension of the ETI scheme was avoidance of double taxation within the mean- 
ing of footnote 59 Annex | into the SCM Agreement. 


On 20 August 2001 WTO Panel, taking into account arguments brought by both 
sides, again like in case of the FSC case, ruled against the position and arguments 
of the US. The Panel opinion was that the ETI Act contained provisions for ex- 
emption of income from taxation that in absence of such provision would be tax- 
able. According to the Panel decision there was an export subsidy because the US 
excluded only a portion of certain income defined by highly selective qualitative 
and quantitative conditions attributable only to certain qualifying foreign transac- 
tions and did not exclude extraterritorial income from tax, but only income from 
sale or lease of qualifying foreign property. 


The Panel furthermore stated that the export subsidy was regarded again as 
contingent upon export performance violating Art. 3.1 (a) SCM Agreement, be- 
cause the subsidy could only be granted to qualifying trade property. The appro- 
priate way to neutralize export contingency was to “grant equivalent subsidy also” 
on goods sold directly into and for use in the domestic market.” The Panel rejected 
the US argument that the ETI was intended to avoid double taxation within the 
meaning of footnote 59 in the SCM Agreement, stating that only the provision that 
clearly had the function of avoiding double taxation could fall under that rule and 


® See § 5 (c) (1) of the ETI Act-*... the repeal of the provision of the IRC relating to FSC’s 
shall not apply to transactions of existing FSC’s which occur before | January 2002 or to 
any other transactions of such FSC’s whish occur after 31 December 2001, pursuant to bind- 
ing contract between FSC and an unrelated person which is in effect on 30 September 2000.” 

66 Article 4.7 of the SCM Agreement requires prohibited subsidies to be withdrawn “without 
delay”, and provides that a time-period for such withdrawal shall be specified by the Panel. 

6? See I.R.C § 927 (a)-”... property not more than 50% of whose fair market value is attributable 
to foreign content or other value added outside the United States (foreign content test).” 

68 GATT 1994 Article II:4”... products of the territory of any contracting party imported into 
the territory of any other contracting party shall be accorded treatment no less favourable 
than that accorded to like products of national origin in respect of laws, regulations and 
requirements affecting their internal sale, offering for sale, purchase, transportation, distri- 
bution or use.” 

69 ETI Panel, supra note 79, paras.8.93. 
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that the scope of the benefit in the ETI Act was considerably broader than the type 
of the income that would be at the risk of double taxation. Any Member State has 
an obligation to identify the type of income that may be subject to double taxation 
and approximate the boundaries of its measures to it. In this case the US includes 
in the exemption category income that could not legitimately be taxed in another 
jurisdiction, so double non taxation can arise. 


In addition, the 50% “foreign content limitation” violated Art. III: |4| GATT 
(1994) by according less favourable treatment to imported products than to like 
domestic products. The Panel came to such conclusion taking into account the fact 
that under the ETI measure, a taxpayer producing property in the US would be 
eligible to obtain a tax exemption in respect of income derived from an export-sale 
of such a property on the condition that, not more than 50% of the fair market value 
of the product was attributable to articles produced outside the US or to direct costs 
for labour performed outside the US. 


The US was not satisfied with the Panel findings and brought the case before 
the Appellate Body, which published its report on 14 January 2002.’° The Appel- 
late Body upheld the findings of the Panel and recommended that the DSB request 
the US to bring the ETI measures, in line with its obligations under the SCM Agree- 
ment, Agreement of Agriculture and GATT 1994 and that the DSB request the US 
to implement fully the recommendations and rulings of the DSB in US-FSC case 
made pursuant to Art. 4.7 of the SCM Agreement.’! Following the adoption of both 
Reports by the DSB and failure by the US to take further compliance actions, an 
arbitration proceeding was carried out pursuant to Art. 22.6 DSU.” The Arbitrator 
determined that suspension by the EU of concessions under the GATT 1994 in the 
form of imposition of a 100% ad valorem charge on imports of certain goods from 
US, constituted appropriate countermeasures within the meaning of Art. 4.10 SCM 
Agreement.’? The ETI measures improperly combines domestic source and for- 
eign source income in the computing of QFTI, so that ETI measures, in several 
important respects, provides an exemption also for domestic source income. The 
ETI does not require that the economic activities gives rise to the excluded income 
take place abroad. The ETI as a whole is not aimed at the avoidance of double 
taxation of only foreign source income, but rather its scope covers also income not 





70 The case was published under the same serial number as the first case on the FSC legislation, 
WT/DS/108. 

71 WTO, Report of the Appellate Body, United States — Tax treatment for “Foreign Sales Cor- 
poration,” Recourse to article 21.5 of the DSU by the European Communities WT/DS108/ 
AB/RW, 14 January, 2002. 

72 WTO, Decision of the Arbitrator, United States-Tax Treatment for “Foreign Sales Corpora- 
tion” Recourse to Arbitration by the United States under Article 22.6 of the DSU and Article 
4.11 of the SCM Agreement, WT/DS108/ARB (August 30, 2002). 

73 Article 4.10 of the SCM Agreement stated: ...”In the event the recommendation of DSB is 
not followed within the time period specified by the Panel, which shall commence from the 
date of adoption of the Panel’s report or the Appellate Body’s Report, the DSB shall grant 
authorization to the complaining Member to take appropriate countermeasures, unless DSB 
decided by consensus to reject the request.” 
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at risk of double taxation. Therefore the measure is inconsistent with fifth sentence 
of footnote 59 SCM Agreement. 


In May 2003 the DSB, authorized the EC to take appropriate countermeasures 
and to suspend the concessions. On | March 2004 the EC began imposing an ad- 
ditional import duty on over 1600 US products, equal to five-percent of an imported 
items value.” 


IV. American Jobs Creation Act 


In October 2004 after, more than two years of negotiations between the US 
Senate and the House of Representatives, the US Congress passed the legislation 
to repeal the FSC/ETI and replace it with a new corporate tax law called American 
Jobs Creation Act (hereinafter: Jobs Act), which is the most significant corporate 
tax bill since 1986. Under the new law ETI export tax breaks for corporations will 
be phased out over a period of two years and tax rates on domestic manufacturing 
reduced in phases over five years from 35% to 32% not only for corporations, but 
also for partnerships, sole proprietorship and other small business. In its provision 
it is stated that the Jobs Act did not apply to the period between promulgation and 
31 December 2004,’> which means that US exporters have continued to benefit 
fully from the ETI scheme for all export transactions agreed up to the end of 2004. 
For certain transactions the repeal of the ETI provisions simply does not apply.’° 


The ETI scheme is “grandfathered’””’ (that is, continues to apply) for the benefit 
of all transactions pursuant to a binding contract’* between the taxpayer and non 
related persons which are in existence on the day before the date of the enactment 
of this Act and which are in effect on 17 September 2003, and at all time thereafter. 
The repeal becomes fully effective in 2007, when the ETI Act will be fully phased 
out,’? which means that during the transition period ETI Act continues to apply as 


™* The duty was scheduled to automatically rise by one percentage point each month until it 
reached a ceiling of 17% in March 2005. 

7S See § 101 (c) of American Jobs Creation Act of 2004 (hereinafter: Jobs Act). 

7 See § 101 (f) of the Jobs Act. 

”? The grandfathering clause applies to both sale and leasing contracts. Furthermore, these con- 
tracts cover (1) goods that have already been sold or leased as well as (2) goods which may 
be sold or leased in the future if the buyer/lessee exercises an option. With respect to goods 
already sold or leased, grandfathering covers sales contracts the goods relating to which have 
already been ordered but not yet exported, or lease contracts which expire some time in the 
future but which, under US accounting rules only produce ETI benefit at the end of their life. 

78 See LR.C §943 (b) (3)"... a binding contract is a contract for sale or lease of goods that have 
already been sold or leased, or goods which may be sold or leased in the future through the 
exercise of an option; or a purchase, option, renewal option or replacement option which is 
included in such a contract and which is enforceable against the seller or lessor.” 

7? Act § 101 (d) of Jobs Act-stated that for transactions prior to 2005, taxpayers retain 100% 
of their ETI benefit; for transactions in 2005, taxpayers retain 80% of the benefits they would 
have been entitled to under the ETI provisions; for transactions in 2006, taxpayers retain 
60% of the benefits they would have been entitled to under the ETI provisions. 
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usual to all exporters who have engaged themselves contractually to provide goods 
via binding contracts. 


Under the Jobs Act, new deductions are provided for income attributable to US 
qualified production activities. According to the new legislation, for the items of 
income that were attributable to the actual conduct of a trade or business*® taxpay- 
ers will receive deduction equal to the lesser of a phased-in percentage of taxable 
income or qualified production activities income.*! The provisions of the Jobs Act 
state that, the deduction applies to corporations and non-corporate business simi- 
larly and provides for a 9% tax deduction of the lesser of the taxpayer’s taxable 
income or qualified production activities income.*? However, it does not replace 
the ETI benefits lost by non manufacturing exporters, such as distributors and ex- 
port agents. Qualified production activities income is income which is equal to the 
taxpayer’s domestic production gross receipts®} reduced by the cost of goods sold, 
deductions, expenses and losses that are allocable to those receipts. The deduc- 
tion is restricted to income from US manufactured, produced, grown, extracted 
property and is in fact a compensation for the economic impact of ETI Act repeal. 
It poses as an incentive for corporations to invest in the US rather than abroad. The 
incentive provided by the Jobs Act is not confined to investment in the domestic 
export sector and to parties who engage solely in sales activities. Another provision 
with significant influence on the stimulation of investment in the US is the provi- 
sion under which 85% deduction is provided for earnings repatriated to the US 
parent corporations from foreign subsidiaries during one year. The amount of the 
employer’s deduction annually is limited and cannot exceed 50% of the amount 
of wages and elective deferrals*> which the employer reports to employees on 
forms W-2, during the tax year.8° The manner in which employee wages are 
worked into the calculation of the deduction may encourage the use of the corporate 
format for organizing the business, because of the potentially more favorable treat- 
ment of the compensation of owner/employees. 


The companies whose products are primarily or exclusively consumed in the 
US will receive the greatest benefit under the Jobs Act and consequently companies 
which manufacture to export remain the biggest beneficiaries of the new legislation 
which gives benefits that are much broader and encompass more companies and 
products than the repealed FSC and ETI regimes. 





80 Code § 199 (d) (5), as added by the Jobs Act. 

81 Code § 199, as added by the Jobs Act of 2004. 

82 Code § 199 (a) (1) and § 199 (a) (2), as added by the Jobs Acct. 

83 Code § 199 (c) (4) (A) (i) (I); § 199 (c) (4) (A) (i) CID; § 199 (c) (4) (A) (i) (IID: § 199 (c) 
(4) (A) (ii); § 199 (c) (4) (A) (iti) as added by the Jobs Act. 

84 Code § 199 (c) (1). 

85 Elective deferrals include: employer contribution that are excluded from the employees’ in- 
come; deferral programs for employees of state and local governments and exempt organi- 
zations; and for tax years beginning after 2005, designated Roth contributions. 

86 Code § 199 (b) (1) and § 199 (b) (2)-...”°W-2 wages are defined as the sum of the wages and 
elective deferrals that must be reported on forms W-2 with respect to the taxpayer’s employ- 
ment of the employees during the calendar year ending during the taxpayer’s tax year..”. 
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V. American Jobs Creation Act versus WTO Law 


According to its provisions the Jobs Act of 2004 applied from | January 
2005,*’ which means that the ETI Act continued to apply till the end of 2004. 
Pursuant to “transition provision”’* for certain transaction in the period of | Jan- 
uary 2005 and 31 December 2006 the ETI scheme remains available on a reduced 
base.*” That means that certain percentage of the benefits provided by the ETI 
scheme remain available for transactions which qualified for those benefits. In 
addition to the time limited transition provisions of the Jobs Act, there is a pro- 
vision” under which benefits provided by the ETI scheme, indefinitely remain 
in respect of certain transactions,”! despite the fact that the Jobs Act repeals the 
ETI scheme and will be fully applicable from | January 2005. Furthermore the 
Jobs Act does not repeal the provisions of the ETI Act,”? under which the FSC 
subsidies are indefinitely grandfather for certain existing contracts. Thus the Jobs 
Act does not contain strict provisions under which the ETI Act will be repealed 
immediately, but contains provisions under which the ETI Act will be phased 
out overtime. 


Due to the problems regarding the phasing out of the ETI scheme and because 
it does not entirely remove the prohibited subsidies which were required to be with- 
drawn as a result of the previous recommendations of the DSB as well as its ina- 
bility to remove the violation of Art. Il: 4 GATT (1994), the EU has refreshed its 
complaint process in front of the WTO arguing that the Jobs Act constitutes a vi- 
olation of Article 4.7 of the SCM Agreement and of Art. 19.19? and 21.1% of the 
DSU. On 5 November 2004, the European Communities requested consultations 
with the United States”* about the new legislation. Consultations, held on 11 Jan- 
uary 2005 in Geneva, did not lead to a satisfactory resolution of the matter. On 14 
January 2005, the European Communities requested the establishment of another 


8? See §101 (c) of the Jobs Act. 

88 See §101 (d) of the Jobs Act. 

8 See footnote 79. 

* See $101 (f) of the Jobs Act. 

*! The amendments made by section 101 of the Jobs Act do not apply to any transaction in the 
ordinary course of a trade or business which occurs pursuant to a binding contract (1) which 
is between the taxpayer and an unrelated person, and (2) which was already in effect on 17 
September 2003 (the last day prior to the introduction of the bill before the US Senate) and 
at all times thereafter. 

% See §5 (c) (1) of the ETI Act. 

* Article 19.1 of the DSU stated —“... where a Panel or the Appellate Body concludes that a 
measure is inconsistent with covered agreement it shall recommend that the Member con- 
cerned bring the measure into conformity with that agreement. In addition of its recommen- 
dations, the Panel or Appellate Body may suggest ways in which the Member concerned 
could implement the recommendations.” 

% Article 21.1 of the DSU stated —“... prompt compliance with recommendations or a ruling 
of the DSB is essential in order to ensure effective resolution of disputes to the benefit of all 


Members.” 
°° The consultation request was circulated in document WT/DS108/27, dated 10 November 


2004. 
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Art. 21.5°° DSU Panel as there continued to be “a disagreement as to the existence 
or consistency with a covered agreement of measures taken to comply with the 
recommendations and rulings” of the DSB between the United States and the Eu- 
ropean Communities, within the meaning of Art. 21.5 DSU.” The European Com- 
munities made this request pursuant to Art. 698 and 21.5 DSU, Art. 4 SCM Agree- 
ment and Art. 199? of the AoA and Art. XXIII GATT 1994. 


At its meeting on 17 February 2005, the DSB referred the dispute to the original 
Panel in accordance with Art. 21.5 DSU. At that DSB meeting, it also was agreed 
that the Panel should have standard terms of reference.!°° The Panel was composed 
on 2 May 2005 and met with the parties on the 31 June—1 of July 2005. 


The EU in its complaint stated that the US had failed to fulfill the obligations 
under the DSB decision on the ETI Act. It had failed to withdraw its prohibited 
subsidies as required by Art. 4.7 SCM Agreement, and also had failed to bring the 
ETI scheme into conformity with its WTO obligations and thus had failed to im- 
plement the DSB recommendations and rulings. By not acting according to the 
rulings and recommendations of the DSB the United States had not fully complied 
with the findings and recommendations made by the Panel and the Appellate Body 
in the original proceeding and in the Art. 21.5 proceeding and thus continued to 
violate Art. 3.1 (a) and 3.2 SCM Agreement, Art. 10.1!9!, 8!92 and 3.3! of the 
AoA and Art. III: 4 of the GATT (1994). 


According to the EU complaint, it is important that adopted recommendations 
and findings in WTO dispute settlement proceedings are respected and because of 
their inherently distortive character, it is important that prohibited subsidies are 
withdrawn without delay. This means that by not entirely withdrawing FSC and 
ETI subsidies, the United States has failed to comply with the recommendations 





% Article 21.5 of the DSU stated — “... where there is a disagreement as to the existence or 
consistency with a covered agreement of measures taken to comply with recommendations 
and rulings such dispute shall be decided through recourse to these dispute settlement pro- 
cedures, including wherever possible resort to the original Panel. The Panel shall circulate 
its report within 90 days after the day of referral ... if there is a delay, Panel will inform the 
DSB for the reasons and will estimate the period within which the report will be submit.” 

°7 The Panel request was circulated in document WT/DS 108/29, dated 14 January 2005. 

8 Article 6 of the DSU stated —“... a Panel shall be established at the latest at the DSB meeting 
following that at whish the request first appears as an item on the DSB agenda, unless that 
meeting the DSB decides by consensus not to established a Panel...” 

99 Article 19 of the AoA stated —“... the provision of Articles XXII and XXIII of GATT 1994. 

as elaborated and applied by the DSU, shall apply to consultations and the settlement of 

disputes under this agreement.” 

www.wto.org > documents/official documents/simple research-document symbol/WT/ 

DS 108/30. 

Article 10.1 of the AoA stated —“... export subsidies not listed ... shall not be applied in a 

manner which results in or which threatens to lead to, circumvention of export subsidy com- 

mitments; nor shall non-commercial transactions be used to circumvent such commitment.” 


10 


—) 


10 


102 Article 8 of the AoA stated —“... each Member undertakes not to provide export subsidies 
otherwise than in conformity with this Agreement...”. 
103 Article 3.3 of the AoA stated — “*... Member shall not provide export subsidies in respect of 


agricultural products in excess of budgetary outlay and quantity commitment levels...” 
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and rulings of the DSB and Art. 4.7 SCM Agreement. The long-standing non-com- 
pliance situations operate against the very credibility of the WTO system and to 
the detriment of all Members, not only the Members directly involved. The US has 
had more than five years after the circulation of the original Panel Report to present 
legislation which would be in compliance with WTO law, but even after that period 
they have not presented a law which is totally in compliance with their obligations 
under WTO. The material provisions as such of the Jobs Act are not against WTO 
law because they dont constitute on their own prohibited subsidy, but it is the “tran- 
sition” and “grandfathering” provisions which are a part of the Jobs Act which are 


disputed. This is because they create conditions for not immediately withdrawing 


the ETI scheme and benefits, but instead withdrawing them over a certain period 
of time. The phasing out over a certain period of time is not an immediate with- 
drawal, because the benefits can still be used either for a certain period of time or 
indefinitely, and depends when and for how long the contract between the US com- 
pany and the company in the foreign country is concluded. 


The other argument brought by the EU was that by not entirely withdrawing 
FSC and ETI subsidies, the US is not acting completely and consistently with the 
implementing Members’ WTO obligations and consequently still maintains the 
less favourable treatment of imported as compared to domestic products. Further- 
more by not implementing properly and promptly, recommendations and rulings 
of the DSB, which is an essential condition for the effective resolution of disputes, 
the US does not fulfil its obligations under Art. 19.1 and 21.1 DSU.' According 
Art. 21.5 DSU there is no need for making new recommendations in the latter pro- 
ceeding since the purpose of this article is to rule on a disagreement as to whether 
previous recommendations and rulings have been complied with. This means that 
the EU as a plaintiff, after having prevailed in an original dispute (about FSC!®), 
should not have to go through the entire DSU process once again if an implement- 
ing Member (United States) seeking to comply with DSB recommendations under 
a covered agreement is violating unintentionally or not, its obligations under other 
provisions of a covered agreement.'°° The United States had not present in ad- 
vanced any arguments supporting their complaint with the present proceeding. In 
any event, the obligation to withdraw a prohibited subsidy is created by Art. 4.7 
SCM Agreement as such, not by the Panel recommendations foreseen in the same 
provision. In this case Art. 21.5 proceeding is related to the failure to remove pre- 
viously found violations of the WTO Agreement and that is why the provisions 
that give rise to these violations need not be repeated in the request for the estab- 


' The website of WTO: www.wto.org > documents/official documents/simple research-doc- 
ument symbol/ WT/DS108/RW2-Annex D Oral statement, Meeting with the Panel, 30 June 
2005. 

105 [n the original proceeding in this dispute the Panel concluded that the FSC scheme, consisting 
of sections 921-927 of the United States Internal Revenue Code and related measures es- 
tablishing special tax treatment for Foreign Sales Corporations, was inconsistent with the 
obligations of the United States under Article 3.1 (a) of the SCM Agreement and under Ar- 
ticles 3.3 and 8 of the AoA. 

10% See Document WT/DS108/RW2-Annex C-1, Third Party Submission of Australia, 9 June 


2005. 
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lishment of a Panel, later. In any case, the US measure of purported compliance in 
sec. 101 of the Jobs Act fails to remove the FSC grandfathering provisions and is 
mentioned in the request for an Art. 21.5 Panel by the EU. 


Providing the Panel with all these arguments the EU consequently asked the 
Panel to find that there is a nullification or impairment of benefits accruing to the 
European Communities and to recommend that the United States withdraw its pro- 
hibited subsidies without delay and otherwise bring the measures into conformity 
with the WTO Agreement.!°7 


On the opposite side the US stated that the EU has challenged the “transition” 
and “grandfathering” provisions of the Jobs Act notwithstanding the fact that 
these transition provisions are reasonable, are consistent with standard practice 
regarding major tax legislation in the US and are product of consultations be- 
tween the US and the EU representatives. By challenging these provisions the 
EU seeks to prolong the dispute involving the subsidy, which if it was a coun- 
tervailing duty proceeding, would be regarded as de minimus.!°* The US further 
stated that the actual reason for the EU prolonging the dispute in front of the 
WTO is in fact the US decision to challenge the massive subsidies provided by 
the EU to Airbus. 


The US stated that the EU argument that the Jobs Act was inconsistent with 
Art. 4.7 SCM Agreement and that the ETI tax exclusion was found to be incon- 
sistent with DSB recommendations under Art. 4.7 to withdraw FSC subsidies, was 
not correct because DSB did not make recommendations under Art. 4.7 that the 
ETI Act tax exclusion must be withdrawn. The US further explained that concern- 
ing the ETI Act tax exclusion the only findings made by the DSB, were those that 
US must bring ETI Act into conformity with its obligations under Art. 3.1 (a) SCM 
Agreement, Art. 3.3, 8 and 10.1 AoA and Art. III: 4 GATT (1994). There is no 
obligation in DSB recommendations to US to bring the ETI Act into conformity 
with Art. 4.7 SCM Agreement. Implementation and acting in accordance with its 
obligations under WTO law and in conformity with the recommendations of the 
DSB does not mean that the US automatically has an obligation under Art. 4.7 
SCM Agreement. In this case the DSB has requested the US to implement recom- 
mendations and rulings of the DSB in the FSC case made pursuant to Art. 4.7 of 
the SCM Agreement and not to implement recommendations in ETI case, further- 
more aimed to repeal ETI Act. Any obligation to withdraw the ETI Act tax exclu- 
sion or to withdraw it within a particular period of time had to be triggered by a 
precise recommendation under Art. 4.7. Because no such recommendation was 
made, the US is not under an obligation to withdraw the ETI Act tax exclusion. 
The WTO Member would be allowed to maintain a subsidy previously found to 
be prohibited pursuant to WTO law insofar as a compliance Panel does not make 
a recommendation under Art. 4.7 SCM Agreement to the effect that, that a WTO 





107 See Document WT/DS108/RW2-Annex A-1, First Submission of the Parties, 19 May 2005. 
108 See Document WT/DS108/RW2-Annex D-2, Oral Statement of the US, Meeting with the 
Panel 30 June 2005. 
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Member withdraws a subsidy with respect to which there already existed a multi- 
lateral recommendation by the DSB that it be withdrawn without delay.!° 


The second argument brought by the US, is that sec. 5 of ETI Act, indefinitely 
grandfathering the original FSC scheme as such is not within the Panel's terms of 
reference. The only provisions identified by the EC in its Panel request were sec. 
101 (d) and (f) AJCA which are the “transition” provisions (not grandfathering 
provision) for the ETI Act tax exclusion and which do not concern the FSC tax 
exemption, neither repeal nor explicitly or implicitly affects operation under sec. 
5 of the ETI Act. Furthermore sec. 5 of the ETI Act was not mentioned in the EC's 
Panel request. According to the interpretation where there is no measure taken to 
comply (as in the case of the FSC grandfathering provisions contained in the ETI 
Act), the continuing violation is not within the Panel's terms of reference unless 
the WTO-inconsistent measure is again included in the Panel request under 
Art. 21.5. Because such a request was not included by the EU claim for the estab- 
lishment of a Panel, it is out of the scope of entitlement of the Panel to decide about 
such a request. Although in this case the US in the absence of any recommendation 
or ruling of withdrawal under Art. 4.7, has repealed the ETI Act tax exclusion and 
fulfilled its obligations, the Panel cannot find that the United States has failed to 
comply with a DSB recommendation or ruling to withdraw its prohibited subsidies 
within the meaning of Art. 4.7 SCM Agreement. 


On 30 September 2005, the WTO Panel which was established on 2 May 2005, 
released its report and concluded that certain provisions of the Jobs Act of 2004, 
still constitute illegal export subsidies in violation of the US's WTO obligations. 
In its report the Panel concluded that “to the extent that the United States, by en- 
acting Section 101 of the Jobs Act, maintains prohibited FSC and ETI subsidies 
through the transition and grandfathering measures at issue, it continues to fail to 
implement fully the operative DSB recommendations and rulings to withdraw the 
prohibited subsidies and to bring its measures into conformity with its obligations 
under the relevant covered agreements.”''® 


Before bringing its conclusions, the Panel has identified the guiding principles 
for application of Art. 21.5 DSU in the lights of the text of Art. 21.5 DSU. Accord- 
ing to Panel findings Art. 21.5 DSU is applicable in situations of disagreement as 
to the existence or consistency with a covered agreement of measures taken to 
comply with recommendations and rulings. Assessment under Art. 21.5 DSU will 
be made on the manner in which not any measures but measures taken to comply 
have influence on the implementation of recommendations and rulings adopted by 
DSB. Because the Panel must circulate its report within 90 days after the date of 
referral of the matter to it, Art. 21.5 reinforce the principle of withdrawal of incon- 
sistent measures and requirement of prompt compliance with the recommendation 
and rulings made under Art. 19 DSU. In the recommendations and rulings of the 


10° See Document WT/DS108/RW2-Annex A-2, First Written Submission of the US, 2 June 
2005. 

110 WTO, Report of the Panel, United States-Tax Treatment for “Foreign Sales Corporation ”- 
Second recourse to Article 21.5 of the DSU by European Communities WT/DS108/RW2, 30 


September 2005. 
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DSB it will be determined what kind of measures are to be taken which are fully 
consistent with a Member’s WTO obligations and which lead to full implementa- 
tion of the DSB recommendations and rulings. These measures may be different 
from the original measures and inconsistent with WTO obligations in ways differ- 
ent from the original measures. !!!. 


Recommendations by a Panel and/or the Appellate Body under Art. 19 DSU 
or Art. 4.7 SCM Agreement becomes effective only upon their adoption by the 
DSB. Once the DSB adopts a dispute settlement report, the findings and recom- 
mendations in that report become collective, operative DSB rulings and recom- 
mendations. Recommendations remain operative through compliance panel pro- 
ceedings under Art. 21.5 DSU until the full withdrawal of the prohibited subsidy. !!? 


Under Art. 21.5 DSU there is no need for new recommendation, because the 
purpose of this article is to help parties to solve the disputes which occur between 
them and there is no express requirement that a compliance Panel must formulate 
recommendations upon finding an inconsistency with a covered agreement. The 
compliance procedure under Art. 21.5 occurs after the DSB has made its recom- 
mendations and rulings based on Art. 19.1 DSU. That means that the Panel does 
not make any additional recommendations under Art. 19.1 DSU and Art. 4.7 SCM 
Agreement, because if an Art. 21.5 Panel made a new recommendation under 
Art. 19 which, upon adoption by the DSB, required an additional time period for 
implementation, who would give an additional period of time for the Member con- 
cerned to bring itself into conformity with the covered agreements. That is why it 
is not necessary for a Panel again to tell a Member to remove a situation of WTO- 
inconsistency that it has already been told to remove. If there is a possibility for 
making new recommendations under Art. 19, it will lead to a potentially never- 
ending cycle, whereby a Member continues to adopt non-compliant measures in 
order to win more time to comply with adopted DSB recommendations and rulings. 
This would entirely undermine the effective operation of the WTO dispute settle- 
ment system. !!° 


In the case of the US, Art. 21.5 compliance Panel is examining whether meas- 
ures that the US has taken to comply with the recommendations and rulings are 
consistent with the relevant covered agreements. The operative recommendations 
and rulings within the meaning of Art. 21.5 DSU are those adopted by the DSB in 
the original dispute settlement proceedings, that is, the recommendations and rul- 
ings adopted by the DSB in 2000. The measures taken to comply with recommen- 
dations and rulings by the US are the ETI Act and the subsequent Jobs Act of 2004. 
The Panel rejected the US argument that there must be new recommendations un- 
der Art. 4.7 SCM Agreement as a reason for US to withdrawal the ETI Act, with 
explanation that operative recommendations and rulings remain those adopted by 
the DSB in the original proceedings in 2000 and that the purpose of 2002 Article 





111 WTO, Report of the Panel, United States-Tax Treatment for “Foreign Sales Corporation ”- 
Second recourse to Article 21.5 of the DSU by European Communities WT/DS108/RW2, 30 
September 2005, para. 7.29. 

112 Report of the Panel para. 7.36. 

113 Report of the Panel para. 7.46. 
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21.5 compliance proceedings was to decide whether the measures taken by the 
United States to comply with these recommendations and rulings did, in fact, bring 
the United States into a situation of consistency with its WTO obligations. The 
DSB found, inter alia, that the United States had not fully withdrawn the prohibited 
subsidies. ''4 In a prohibited subsidies case, the obligation of a WTO Member to 
implement original DSB recommendations and rulings does not disappear until 
that Member has fulfilled the obligation by fully withdrawing a prohibited subsidy. 
In the US case nothing in the legislative language of the Jobs Act modifies, im- 
plicitly or explicitly, the transition rules of sec. 5 (c) (1) ETI Act through which 
operation for the FSC subsidies continued indefinitely, which will means fulfilling 
of obligations. The WTO obligation of the US to withdraw prohibited subsidies is 
unaffected by contractual obligations that the US itself may have assumed under 
its applicable domestic legislation or regulation. By not fully implementing oper- 
ative recommendations and rulings of the DSB through transitional and grandfa- 
thering measures of sec. 101 Jobs Act, US maintains prohibited FSC and ETI Act 
subsidies and does not fulfil its obligation under WTO law to withdraw the pro- 
hibited subsidies and to bring its measures into conformity with its obligations 
under the relevant covered agreements. !!* 


On the second argument presented by the US that sec. 5 ETI Act is not in the 
terms of reference of the Panel, the Panel has taken the view from closely exam- 
ining the EU request''® for establishment of the Panel, that is clear that sec. 5 ETI 
Act can not be excluded from the terms of reference of the Panel because this pro- 
vision bears on the scope of effective repeal of the ETI Act: sec. 101 does not repeal 
the FSC grandfathering provisions in sec. 5 ETI Act. Finally the Panel concluded 
that the requirements of Art. 6.2 DSU''’ are met, because the EC Panel request 
covers the ETI provisions grandfathering the original FSC scheme and that there 
is no need for new recommendations since the original DSB recommendations and 
rulings in 2000 remain operative through the results of the compliance proceedings 
in 2002. 


The US has maintained the tax break for exporters (the extraterritorial income 
exclusion (ETI)) as included in the American Jobs Creation Act of 2004 and it does 
not act in accordance with WTO Panel decisions. This was the reason why as from 
16 of May 2006 the European Union will re-impose additional custom duties on 


'!4 Report of the Panel para. 7.52. 

"5 Report of the Panel para. 7.65. 

'6 Report of the Panel para. 7.79 the EC Panel request states — “... Section 101 of the JOBS 
Act purports to repeal the ETI Act (Section 101 (a)). However, at the same time, it effectively 
maintains part of the ETI Act tax exemptions for a transitional period up to the end of 2006 
(Section 101 (d)). Furthermore, the repeal of the ETI Act does not apply to certain contracts, 
without any time limits (Section 101 (f)). 

17 Article 6.2 DSU stated — “... the request for establishment of the Panel shall be made in 
writing. It shall indicate whether the consultations were held, identify the specific measures 
at issue and provide a brief summary of the legal basis of the complaint sufficient to present 
the problem clearly. In case the applicant requests the establishment of a Panel with other 
than standard terms of reference, the written request shall include the proposed text of special 
terms of reference.” 
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imports of certain listed products originating in the US by 14% as a result of the 
dispute relating to the Foreign Sales Corporation and increase the customs duties. 
On an annual basis, the sanctions would amount to between USD 300 million and 
330 million. 


VI. Conclusion 


As the largest economy in the world the US economy is also based on the export 
to different countries, which contribute significantly to it. As an exporting country 
the US must needs to be competitive with the other growing economies in the world 
market (China, India). As a result of the developed market of labour the US cannot 
compete in this area with the other countries which do not have a developed market 
for labour and accordingly enjoy very cheap labour costs. For this reason and for 
the reason of enjoying a better competitive position, the US provides different in- 
centives in the area of taxation for companies (multinational) which export their 
products to the other countries worldwide. These tax incentives are available only 
for domestic investment simply because exports by definition can not be produced 
abroad. The incentives like the inventory source rule and extraterritorial exemption 
rule provide a part of the export income to be exempt for US tax purposes and 
accordingly from US taxation. 


The export incentives provided through the US tax system are contrary to the 
obligations under the law of the WTO and were disputed in front of the WTO. The 
US has taken different steps to fulfil its obligations under the WTO law. Leaving 
the worldwide system of direct taxation and moving towards the territorial sys- 
tem!!® of direct taxation will find support from the investors and multinational 
companies and is one of the steps which will help in the promotion of US compet- 
itiveness in the global marketplace and will be in accordance with the international 
obligations of US. Also the direct taxes could be replaced by VAT or be kept for 
domestic income and foreign income would be exempt and subject to VAT.!!9 This 
could ensure consistency with WTO law, though under an alternative tax system. 


With purpose to ensure consistency with WTO law, Congress enacts tax legis- 
lation which includes tax reduction extensions and repeal of FSC/ETI grandfather 
provisions. The US Congress has enacted legislation that extends several tax re- 
ductions and incentives that were scheduled to expire and also repeals the grand- 
father provisions for binding contracts under the Foreign Sales Corporation (FSC) 
and Extraterritorial Income (ETI) regimes. The legislation, entitled the Tax In- 
crease Prevention and Reconciliation Act, was approved by the US House of Rep- 
resentatives on 10 May 2006 and the US Senate on 11 May 2006. 


This legislation is one step further which repeals the grandfather exceptions for 
binding contracts under the FSC and ETI regimes. These regimes were repealed 





118 Under the territorial system a country taxes an income earned within its borders but exempts 


foreign source income. 
119 Till now US exporters were subject to EU value added tax, EU exporters to the US are not 
because EU exempts its own imports and US does not levy such a tax. 
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already in place. The Act repeals these grandfather exceptions effective for taxable 
years that begin after the date of enactment. The Act leaves in place the phase-out 
provision that applies to repeal of the ETI regime. 
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I. Introduction 


The provision of subsidies and state aids is viewed by many countries as a nec- 
essary instrument for promoting governmental programmes. They can be used to 
attract investments into certain, mainly underdeveloped regions, or to promote cer- 
tain, mainly high-tech, industries, or to support research and development in the 
country. On the other hand, subsidies and state aids may have adverse effects on 
the economies of the other states, and, thus, require a certain level of limitation 
and control. 


The following paper deals with subsidies and state aids from the perspectives 
of the European Union and the WTO. It addresses the main characteristics of state 
aid and subsidies and attempts to identify the common features of the rules gov- 
erning them, as well as major factors differentiating state aid from subsidies. 


II. State Aid 


One of the Community’s basic objectives, the establishment of the internal mar- 
ket, is to be achieved, amongst others, through the competition policy. The Com- 
petition Chapter of the Treaty establishing the European Community covers both 
anti-trust rules and state aid rules. The reason for inclusion of both is the fact that 
undistorted competition has to be achieved regardless of whether distortions are 
caused by the behaviour of business (anti-trust rules), or by the actions of the state 
(state aid rules).! 


1. Characteristics of State Aid 


The principles forming the basis of the compatibility of state aid within the 
common market is contained in Art. 87 EC. This article lays down the general 
principle of incompatibility of state aid with the common market, unless the EC 
Treaty says otherwise. 


There are five conditions that must be fulfilled to classify a measure of public 
support to be state aid, which will be analysed below: 


@ The aid must be granted by the state or through state resources; 

e This aid must confer an advantage on the recipient; 

@ The advantage must favour certain (selected) undertakings or economic activ- 
ities; 
The aid must affect trade between Member States; and 
The aid must distort competition in the common market. 

b - Adina Cannes. How the EU manages subsidy competition, www.hhh.umn.edu/assets/ 


6158/sinaeve-paper.pdf, 13 March 2006. 
2 Nicolaides/Kekelekis/Buyskes, State Aid Policy in the European Community (2005) 10. 
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1.1 Aid Granted by a Member State through State Resources 


_ The term “Member State” includes central governments of these states, their 
ministries or departments, regional and local governments. The meaning of 
this phrase was confirmed by the ECJ in Sloman Neptun’ as aid granted by 
public or private bodies designated or established by the state. Aid granted by 
private companies falls outside of the definition of state aid as given in Art. 87 
EC. On the other hand, if the state appoints a board of a private company and 
thus, in fact, exercises control over the company, such a private company can- 
not be viewed as a private company anymore. Rather, such a state controlled 
company must be considered as part of the state and should fall into the scope 
of Art. 87. 


Only advantages granted directly or indirectly through state resources are state 
aid within the meaning of Art. 87 (1) EC. The distinction made in the provision 
between aid granted by a Member State and aid granted through state resources 
does not mean that all advantages granted by a state, whether financed through 
State resources or not, constitute aid, but merely brings within the definition of 
state aid both advantages which are granted directly by the state and those granted 
by a public or private body designated or established by the state, as confirmed by 
ECJ in Preussen Elektra.* 


1.2 Recipients of Aid 


According to Art. 87 EC, the recipients of state aid must be “undertakings”. 
This term is not defined in the EC Treaty. It could be understood as any natural or 
legal entity carrying out economic activity repeatedly and for consideration. 

The following are examples of undertakings:* private and public (quoted on 
the stock exchange) companies, professional persons, the European Broadcasting 
Union, etc. The following entities have been found not to be undertakings: public 
authorities exercising their regulatory role, social security bodies administering 
funds from compulsory contributions based on the principle of national solidarity, 
organizations promoting culture, art, schools, offering compulsory education. The 
distinction has been made on the assumption that the entities in the first group have 
the possibility to distort competition, while this possibility is significantly limited 
with respect to the entities in the second group. 


1.3 Advantage Granted 


The concept of aid covers only measures that lighten the burdens normally as- 
sumed in an undertaking’s budget and which are to be regarded as an economic 
advantage that the recipient undertaking would not have obtained under normal 


q EC) 17 March 1993, C-72/91, C-73/91 Firma Sloman Neptun Schiffahrts AG v Seehetriebs- 
rat Bodo Ziesemer der Sloman Neptun Schiffahrts AG {1993} ECR 1-887, para. 19. 
4 ECJ 13 March 2001, C-379-98 Preussen Elektra Ag v Schleswag AG [2001] ECR 1-2099, 


ara. 58. 
° Nicolaides/Kekelekis/ Buyskes, State Aid Policy in the European Community, 16. 
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market conditions.® Therefore, aid must be viewed as a relief from the expenses 
that are normally borne by the undertakings in their daily operations. The notion 
of state aid is very wide. It includes a large variety of measures, such as:’ 


Grants; 

Loans at below market rates of interest from the state; 

Guarantees by the state for which the beneficiary does not pay a market fee; 
Tax advantages and reduction of social security contributions; 

Provision of goods and services at below-market price by the state; 


Purchase of goods and services by the state at above-market prices; 


Capital injections that are not in conformity with the market economy investor 
principle. 


1.4 Selectivity 


Art. 87 EC refers to favouring certain undertakings or the production of certain 
goods. This has been interpreted in such a way that aid must be selective; general 
measures fall outside the scope of Art. 87 EC, as confirmed by the ECJ in CETM.* 
A distinction is therefore made between general measures of tax policy and meas- 
ures giving a competitive advantage to certain undertakings. 


No specific definition of general measures has been given in the ECJ jurispru- 
dence. The distinction between general and specific measures, therefore, remains 
unclear. Where the scope of rules is defined by regional location, industrial sector 
or size of undertaking, selectivity is clearly present, but problems may arise where 
criteria for the provision of resources appear to be universal.” 


1.5 Affecting Trade and Distorting Competition 


State aid must have the capacity to affect trade between Member States. A po- 
sition has been taken that a small amount of aid does not have these effects. Ac- 
cordingly, de minimis aid'® of EUR 100,000 over a three-year period does not have 
to be notified to the Commission. The de-minimis exception does not apply to 
export aid, aid in the field of transport, agriculture or fisheries. 


There are two other instances where state aid cannot affect the common market: 
when the situation is wholly on the national level and when the situation is wholly 
outside of the EC. 





6 CFI 17 March 2004, T-157/01 Danske Busvognmaend [2004] ECR I-917, para. 57. 

7 Nicolaides/Kekelekis/Buyskes, State Aid Policy in the European Community, 18. 

8 CFI, T-55/99, Confederacion Espanola de Transporte de Mercancias (CETM) {2000] ECR 
11-3207, para. 40. 

9  Wyatt/Dashwood, European Union Law (2000) 686. 

10 Commission Regulation 69/2001 on the application of Articles 87 and 88 of the EC Treaty 
to de minimis aid, OJ L10, 13 January 2001. 
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2. Exceptions under Art. 87 EC 


As discussed above, in principle, state aid is incompatible with the common 
market and prohibited, unless provided otherwise in the EC Treaty. Two categories 
of aid are considered to be the exceptions from the general rule: 

@ Exceptions ipso jure (Art. 87 (2) EC); 
@ Exceptions at the discretion of the Commission (Art. 87 (3) EC). 


2.1 Exceptions ipso jure 


There are three instances specified in Art. 87 (2) EC where state aid is auto- 
matically compatible with the common market: 

@ Aid having a social character, granted to individual consumers, provided such 
aid is granted without discrimination related to the origin of the products con- 
cerned; 

@ Aid to make good the damage caused by natural disasters or exceptional oc- 
currences; 

@ Aid granted to the economy of certain areas of the Federal Republic of Germany 
affected by the division of Germany, in so far as such aid is required in order 
to compensate for the economic disadvantages caused by that division. 


2.2 Exceptions at the Discretion of the Commission 


Aid granted in accordance with Art. 87 (3) EC may be compatible with the 
common market. State aid is, therefore, not automatically exempted as aid granted 
in accordance with Art. 87 (2) EC, but is subject to the discretion of the Commis- 
sion. The Commission will only authorize aid that is necessary to meet the objec- 
tives in Art. 87 (3) EC: 

@ Aid to promote the economic development of areas where the standard of living 
is abnormally low or where there is serious underemployment; 

@ Aid to promote an important project of common European interest or to remedy 
a serious disturbance in the economy of a Member State; 

@ Aid to facilitate the development of certain economic activities or of certain 
economic areas, where such aid does not adversely affect trading conditions to 
an extent contrary to the common interest; 

e Aid to promote culture and heritage conservation, where such aid does not af- 
fect trading conditions and competition in the Community to an extent that is 
contrary to the common interest; 


@ Such other categories of aid as may be specified by the decision of the Council 
on the proposal from the Community. 


If it cannot be established that the aid meets the conditions as stated above, it 
will be rejected, as confirmed by the ruling in Philip Morris v Commission." 





| ECJ 17 September 1988, C-730/79, Philip Morris Holland BV (1980] ECR 2671, para. 18. 
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The first and the third category of aid are the most common. Art. 87 (3) (a) EC 
refers to regional aid granted in accordance with the Commission guidelines on 
regional aid.'? In accordance with these guidelines, aid may be granted to regions 
having their GDP per capita less than 75% of the Community average. Art. 87 (3) 
(c) EC gives the Member States a possibility to grant aid to regions that are disad- 
vantaged compared to the national average. The list of qualifying regions is decided 
by the Commission on the proposal of the Member State. 

“Horizontal” policies address common themes and problems that may arise in 
any industry.'* The areas for which frameworks and guidelines were issued are the 
following: small and medium-sized enterprises, research and development, envi- 
ronmental protection, employment, education, training, rescue and restructuring. 
Aids falling under these frameworks and guidelines may, therefore, be justified, 
although under the general rules they would be incompatible with the common 
market. 


III. Subsidies — the SCM Agreement 


1. Characteristics of a Subsidy 
The definition of a subsidy can be found in Art. 1 of the SCM Agreement. The 
general characteristics of a subsidy are accordingly: 
e@ A financial contribution; 
@ Provided by the government or any public body; 
@ Conferring benefit. 


1.1 A Financial Contribution 


The SCM Agreement adopted the approach that there could be no subsidy un- 
less there was a charge on the public account. The opposing view that also consid- 
ered subsidies to be other forms of government intervention that distorted compe- 
tition without affecting the public account did not prevail. Therefore, the SCM 
Agreement contains an exhaustive list of the types of measures that represent a 
financial contribution. It includes the following:!4 
e Direct transfer of funds, such as grants, loans and equity infusions (Art. 1.1 (a) 

(1) G@)) SCM Agreement; 

@ Potential direct transfer of funds or liabilities, such as loan guarantees (Art. 1.1. 

(a) (1) (1)) SCM Agreement; 

@ Government revenue, otherwise due, that is foregone or not collected (Art. 1.1. 

(a) (1) (1i)) SCM Agreement; 


12. Guidelines on National Regional Aid, OJ C74, 10 March 1998. 


13. Wyatt/Dashwood, European Union Law, 691. 
14 Van den Bossche, The Law and Policy of the World Trade Organisation (2005) 555. 
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@ The provision by a government of goods or services other than general infra- 
structure (Art. 1.1. (a) (1) (iii)) SCM Agreement; 


@ The purchase by a government of goods (Art. 1.1. (a) (1) (i)) SCM Agreement; 
and 


@ Government payments to a funding mechanism or entrustment or direction of 
a private body (Art. 1.1. (a) (1) (iv)) SCM Agreement. 


It should be noted that a direct transfer of funds is not required. In the Brazil - 
Export Financing Programme for Aircraft, the parties, amongst others, disagreed 
about the form of the financial contribution, with one party arguing that they in- 
volve a direct transfer of funds, while the other party took a position that they also 
involve a potential direct transfer of funds provided earlier. The Panel argued that 
the question whether the practice involves a direct transfer of funds or a potential 
direct transfer of funds is not relevant to the existence of a subsidy. For the existence 
of the subsidy it is sufficient that a “government practice” exists to transfer the 
funds. '> 


1.2 Provided by the Government 


A financial contribution is considered to be a subsidy only if it is provided by 
governments, sub-national governments and public bodies such as state-owned 
companies. A financial contribution made by a private body is considered to be a 
financial contribution made by the government when the government entrusts or 
directs the private body to make a contribution. 


1.3 Conferring a Benefit 


A financial contribution is not a subsidy, unless it confers a benefit. For financial 
contributions in cash, the value of the conferred benefit will be clear. There are, 
however, other forms where the conferring of a benefit is not obvious on the first 
sight: for example, when a loan is granted, goods/services are purchased or a capital 
infusion is made by the government. 


For the clarification of the term “benefit”, the Appellate Body in Canada - 
Aircraft'® argued that the “benefit” should not exist in the abstract, but must be 
received and enjoyed by a beneficiary or a recipient. A benefit can arise only if a 
person has in fact received something. The term “benefit”, therefore, implies that 
there must be a recipient. The word “benefit”, as used in Art. 1.1. SCM Agreement, 
is concerned with the “benefit to the recipient” and not with the “cost to the gov- 
ernment”™.!” 

Is WT DS46/R 14 April 1999, Brazil — Export financing programme for Aircraft, Panel Report, 

para. 7.13. 
i6 WT/DS70/AB 2 August 1999, Canada — Measures Affecting the Export of Civilian Aircraft, 


Report of the Appellate Body, para. 154. 
\7 Van den Bossche, The Law and Policy of the World Trade Organisation, 558. 
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Art. 14 SCM Agreement specifies the instances when a financial contribution 
is not considered to confer a benefit. A financial contribution is considered to con- 
fer a benefit only when: 


@ The government provision of equity capital can be regarded as inconsistent with 
the usual investment practice; 

@ The firm receiving a government loan pays on this loan an amount different 
than the amount the firm would pay on a comparable commercial loan (the 
benefit is the difference between these two); 


@ The provision of goods or services or the purchase of goods by the government 
if it is made for less than adequate remuneration. 


1.4 Specificity 


Once it has been determined that a measure can be considered to be a subsidy, 
it is subject to the SCM Agreement only provided it is specific. This is derived 
from the wording of Art. 1.2. and further detailed in Art. 2 SCM Agreement. Art. 2 
is based on the assumption that if a subsidy is widely available, it is unlikely to 
distort the allocation of resources within the economy. 

The specificity of subsidies can have one of the following four forms: 


e Enterprise specificity, where the government targets a particular company or 
companies for subsidization (Art. 2.1 SCM Agreement): 

@ Industry specificity, where the government targets a particular sector or sec- 
tors for subsidization (Art. 2.1 SCM Agreement); 

@ Regional specificity, where a government targets producers in specified parts 
of its territory for subsidization (Art. 2.2 SCM Agreement); 


@ Prohibited subsidies, where the government targets export goods or goods us- 
ing domestic inputs for subsidization Art. 2.3 SCM Agreement). 


The SCM Agreement applies only to subsidies that are specific in the sense 
discussed above. If the criteria and conditions governing the eligibility for, and the 
amount of, a subsidy are objective, specificity will not exist, provided that the el- 
igibility is automatic and the criteria and conditions are strictly adhered to (Art. 2.1 
(b) SCM Agreement). 


2. Prohibited Subsidies 


All specific subsidies fall into the category of prohibited subsidies or actionable 
subsidies. The following subsidies are prohibited in accordance with Art. 3.1 SCM 
Agreement: 


e@ Export subsidies; and 
e@ Local content subsidies. 


A Member may not grant prohibited subsidies. If a specific measure is found 
to be a prohibited subsidy, the Member will be recommended to withdraw it with- 
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out delay. Should the Member not withdraw the subsidy, the complaining Member 
may take appropriate countermeasures. 





2.1 Export Subsidies 


Export subsidies are subsidies contingent upon export performance. The illus- — 
trative list of the export subsidies is contained in Annex | to the SCM Agreement. — 
Examples of export subsidies are: direct export subsidies, export retention schemes _ 
which involve a bonus on exports, export-related exemption, remission or deferral — 
of direct taxes and social welfare charges, etc. 

Export subsidies are prohibited not only when the subsidy is contingent de jure, 


but also when it is contingent de facto, as confirmed by the Appellate Body in 
Canada — Aircraft.'* 


2.2 Local Content Subsidies 


In accordance with Art. 3.1 (b) SCM Agreement, local content subsidies are 
specified as subsidies contingent upon the use of domestic over imported goods. 

Contrary to export subsidies, the prohibition of local content subsidies may 
cover only de jure contingency. !? 


3. Actionable Subsidies 


Subsidies other than export subsidies and local content subsidies are actionable, 
if they cause adverse effects to the interests of other Members (Art. 5 SCM Agree- 
ment). Actionable subsidies are not prohibited; rather, they are seen as subsidies 
subject to challenge. Therefore, once the adverse effects to the interests of other 
Members are removed, subsidies are no longer actionable and may not be subject 
to challenge. 


The adverse effects to the interests of other Members can be the following: 
@ Injury to the domestic industry of another Member; 


@ Nullification or impairment of benefits accruing directly or indirectly to another 
Member under the GATT 1994; 


@ Serious prejudice to the interests of another Member. 


4. Non-Actionable Subsidies 


The purpose of having non-actionable subsidies is that they cannot be chal- 
lenged. Until 31 December 1999, the non-actionable subsidies (provided they were 


as WT DS70/AB 2 August 1999, Canada — Measures Affecting the Export of Civilian Aircraft, 


Report of the Appellate Body, para. 167. 
iS WT/DS139/AB/R WT/DS142/AB/R 31 May 2000, Canada — Certain Measures Affecting 


the Automotive Industry, Report of the Appellate Body, para. 142. 
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specific), included the following: subsidies for research, subsidies to certain dis- 
advantaged regions and subsidies for the adaptation of existing facilities to new 
environmental requirements. As of | January 2000, these subsidies are actionable, 
provided they are specific. 


IV. State Aid and Subsidies — Similarities and Differences 


The EC state aid rules and the WTO subsidy rules have certain similarities and 
in a great part their definitions correspond. There are, however, a number of in- 
stances where the measures approved as state aid could not be considered subsidies 
granted in accordance with the SCM Agreement. 


1. Similarities 


There are obvious similarities between state aid and subsidies:2° 


1.1 From, or on Behalf of Governments 


Art. 87 EC targets any aid granted by a Member State or through state resources 
(see II.1.1.). Similarly, Art. 1 of the SCM Agreement aims at a financial contribu- 
tion by a government or any public body (see III.1.2.). In both, the advantage con- 
ferred by the state must have budgetary consequences. Transfers from private com- 
panies (other than companies where the state exercises control over the private 
company through appointing a member of the board) fall outside of both state aid 
rules and subsidy rules. 


1.2 Indifference to the Form 


The concept of both state aid and subsidies is very wide, comprising a variety 
of measures. They both include grants, loans at below market interest rates, guar- 
antees for which the beneficiary does not pay a market fee, fiscal incentives, capital 
injections, etc. (see II.1.3 and III.1.1.). The actual form in which they are granted 
is irrelevant. 


1.3 Advantage to the Recipient 


For both state aid and subsidies, a competitive advantage to the recipient is 
foreseen that would not be obtained otherwise, under normal market conditions. 
The recipient has received something, without an obligation to provide anything 
inreturn. Art. 87 EC covers this by stating that aid is favouring certain undertakings 
(see II.1.3.); Art. 1 of the SCM Agreement refers to conferring benefit (see III.1.3.). 


20 Luja, Assessment and Recovery of Tax Incentives in the EC and WTO: A view on State Aids, 
Trade Subsidies and Direct Taxation (2003) 192. 
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1.4 Specificity 


The concept of specificity is used for both state aid and subsidies. State aid 
must be selective; general measures are not considered to be state aid (see II.1.4). 
The distinction between general and specific measures, however, is not clear. In 
the SCM Agreement, certain subsidies are automatically considered specific: 
namely export subsidies and local content subsidies (see II1.1.4). Consequently, a 
subsidy can be also specific if it is limited in law or in fact to certain enterprises 
and if it does not follow the general objective criteria. 








1.5 Effect on the Other State 


Art. 87 EC defines aid as a measure distorting, or threatening to distort com- 
petition: if aid is having an effect on trade between Member States, it is found to 
distort or threaten to distort competition. The SCM Agreement uses a similar con- 
cept, requiring that the subsidy may not have adverse effects on the other Members. 


The concepts seem to be similar; however, the approach towards the effects to 
the other state differs. Under the EC law, distortion of competition is assumed to 
exist, unless proved otherwise. On the other hand, under the WTO law concept, 
the adverse effect has to be documented by the other state. This concept is further 
confirmed below in the prohibition concept (see I'V.2.1.). 


1.6 Applicability to Taxes 


Both state aid as covered by the EC Treaty and subsidies as covered by the 
SCM Agreement can be extended to tax subsidies. To identify tax subsidies, the 
general tax systems must be the benchmark for comparison.?! 


Tax incentive schemes are covered by EC law. There is a growing body of case 
law by the ECJ applying the provisions of the EC Treaty to tax measures.”* The 
applicability of the EC Treaty to tax matters can be demonstrated by a number of 
cases decided by the ECJ, such as, for example, /taly v Commission”. 


Annex | to the SCM Agreement demonstrates that the SCM Agreement is, in 
fact, aimed at regulating subsidies introduced via direct taxes.** The applicability 
of the SCM Agreement to tax matters can be illustrated by the FSC case”. 


An interesting question arises with respect to tax incentives granted to attract 
new investments. Companies attracted by these tax incentive schemes, neverthe- 
less, contribute to the state budgets of these countries. In other words, is it a finan- 
cial contribution by the government if there is, on balance, an increase in revenues? 
There are opinions that such a situation would also be covered by the WTO defi- 


2! Vanessa Hernandez Guerrero, Defining the Balance between Free Competition and Tax Sov- 
ereignty in EC and WTO Law, www.germanlawjournal.com/article.php?id=363, 23 March 
2006. 

22. Green. The Interaction of Tax and Non-Tax Treaties, /BFD Bulletin 2002, 254 (255). 

23. ECJ 19 May 1999, C-6/97, Italy v Commission [1999] ECR 1-2981. 

24 Sorensen, Direct Taxation and the WTO Agreements, European Taxation 2002, 206 (207). 

25. WT/DS/108/1, United States-Tax Treatment for Foreign Sales Corporations. 
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nition of subsidies.”° It could be argued that, although there is after all an increase 
in revenues, the tax incentive still meets the requirements for a classification as a 
subsidy (a financial contribution provided by the government and conferring ben- 
efit that is specific). 


2. Differences 


In spite of many similarities with respect to state aid and subsidies, there is a 
significant conceptual difference between the rules introduced in EC law and in 
WTO law, namely the prohibition concept. 


2.1 Prohibition Concept 


The major difference between EC and WTO law is the concept of prohibition. 
Art. 87 EC introduces a general prohibition rule for state aid: unless otherwise pro- 
vided, any aid is incompatible with the common market. Only in the second stage 
may certain aid be allowed, either as an exception ipso jure, or as an exception at 
the discretion of the Commission (see I.2.). 


The SCM Agreement has adopted a different concept. Instead of taking the route 
of introducing a general prohibition rule, the SCM Agreement contains a specific 
article separating prohibited subsidies from other subsidies. Prohibited subsidies 
are those that are aimed towards export and towards local content (see III.2.). Other 
subsidies are not prohibited as such; rather, they may be subject to action, if they 
cause adverse effects to the interests of other WTO Members. Once the adverse 
effects are removed, subsidies may not be subject to challenge (see III.3.). 

Therefore, both EC law and WTO law apply a prohibition concept. However, 
the application of the prohibition concept in the EC law is stricter; it is generally 
applicable to all aid unless otherwise provided, while WTO law applies the prohi- 
bition concept only to selected subsidies (export and, potentially, actionable sub- 
sidies). 


2.2 Services 


In general, the SCM Agreement applies to goods-related subsidies and not to 
services-related subsidies. The state aid regime, on the other hand, applies to both 
kinds of subsidies.”’ 


2.3 Market Investor Principle 


Under the state aid concept, the government can act as a “pure” government or 
as a “private investor”. The distinction between these two different positions of 


26 Luja, The WTO Subsidies Regime: Are there Lessons to be learned from Recent EC State 
Aid Issues?, in Lang/Herdin/Hofbauer, WTO and Direct Taxation (2005) 107. 

27 Luja, Assessment and Recovery of Tax Incentives in the EC and WTO: A View on State Aids, 
Trade Subsidies and Direct Taxation, 192. 
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the government is used to establish the existence of state aid. The ECJ in SEFI vy _ 
La Poste** confirmed that in order to determine whether a state measure constitutes _ 
state aid for the purposes of Art. 87 (1) EC, it is necessary to establish whether the — 
recipient undertaking receives an economic advantage, which it would not have 
obtained under normal conditions. The government is allowed to apply preferential 
measures, but only when it has economic motivation similar to that a private in- 
vestor would have. Therefore, if the government providing aid, such as for example 
loans and guarantees, acts as a private investor would act when providing these 
loans and guarantees, under the EC legislation this is not considered be state aid. 


The WTO legislation has not implemented a similar principle. Therefore, a gov- 
ernment giving preferential treatment under the private investor principle would 
be viewed as a subsidy. 


2.4 De Minimis Principle 


The Regulation of the Commission on De Minimis Aid’? states that aid not 
exceeding a ceiling of EUR 100,000 over any three-year period does not distort or 
threaten competition between Member States and, therefore, will not be considered 
as state aid. De minimis rules, however, do not apply, amongst other things, to 
export-related activities and to aid contingent upon the use of domestic over im- 
ported goods. 


The impact of a grant provided by the government of less than EUR 100,000 
with respect to export-related activities is as follows: (i) it is excluded from de 
minimis rules under EC law and does represent state aid; and (ii) is considered a 
prohibited subsidy under WTO law. When a grant of less than EUR 100,000 is 
given with respect to activities that are not excluded from the de minimis rules, it 
is not state aid under the EC rules, but still action can be taken against it under the 
WTO rules, if it qualifies as an actionable subsidy. 


The issue of non-compliance with the SCM Agreement may be of special im- 
portance because there will hardly be any ex-post review of de minimis aid on the 
EC level and an SCM Agreement violation is more likely in comparison to aids 
that did get through state aid procedure.*° 


2.5 Allowable Aid/Subsidies 


The EC legislation accepts certain measures to be allowable state aid. Examples 
would be regional aid, aid for research and development, education, employment 
aid, aid for environmental protection, etc. (see. I1.2.2.). These types of aid are al- 


2 ECJ 11 July 1996, C-39/94 SEFI and others v La Poste and Others [1996] ECR 1-3547, 


para. 60. / . 
29 Commission Regulation 69/2001 on the application of Articles 87 and 88 of the EC Treaty 


to de minimis aid, OJ L10, 13 January 2001. 
30 Luja, Assessment and Recovery of Tax Incentives in the EC and the WTO: A View on State 


Aids. Trade Subsidies and Direct Taxation, 193. 
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lowable under the presumption of facilitating the development of activities or areas 
that are in the common interest. 


The SCM Agreement does contain a provision on non-actionable subsidies, 
such as subsidies for research, to certain disadvantaged regions and environmental 
subsidies (see II1.4.). These subsidies may be viewed as similar in their nature to 
the allowable state aid measures; however, as of | January 2000, these subsidies 
must be tested against actionable subsidies. 


V. Conclusion 


After analysing the definitions of subsidies and state aid, it could be concluded 
that both state aid and subsidies are aimed at the same objective — to minimise the 
adverse effects that grants given by governments or governmental bodies may have 
on business. 


Considering the main objective, it could be concluded that both state aid and 
subsidies are to a large extent similar in nature: they target aid granted in any form 
by the government and/or governmental bodies to individual enterprises. Because 
of having a similar goal, general measures are not considered to have adverse ef- 
fects on the business environment under both the state aid and subsidies rules. 


This main objective is, however, approached from the different perspectives 
the EC and WTO have. Different viewpoints lead to different instruments used 
with respect to state aid and subsidies to prevent adverse effects. 


In spite of a number of similarities as discussed in IV.1. above, state aid and 
subsidies cannot be considered identical. Granting of state aid is viewed from the 
perspective of competition, and therefore, it is more directed towards securing 
equal conditions for all companies. For this reason, for example, de minimis aid 
is allowed, since it is not considered to distort competition due to negligible 
amounts of aid involved. Further, the state aid concept knows the market investor 
principle. Under this principle, the government may be considered to be in an equal 
position, with a similar motivation, as any other market investor when granting 
preferential measures. 


It is also acknowledged that governments may have other objectives in giving 
aid. These may be, for example, social reasons (development of certain underde- 
veloped regions), support of education and employment. The WTO had a similar 
approach, which was, however, recently abandoned. It should be added that state 
aid rules are based on a strict concept of general prohibition, with exceptions spe- 
cifically provided in the EC Treaty, EC regulations and guidelines. 


On the other hand, the granting of subsidies is viewed more from the perspective 
of free trade between individual states. Therefore, it is directed towards goods- 
related subsidies and services-related subsidies are excluded. The prohibition con- 
cept is not general, it applies only to certain subsidies (export subsidies and local 
concept subsidies), where other subsidies may be subject to action only if they 
cause adverse effects. 
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Following the above analysis, it could be concluded that it is likely that most 


of the subsidies will be considered to be state aid as well. However, this is not a 
general rule; a number of cases could be presented where the measures will not 
fall under both categories. A typical example would be services-related measures, 
which will fall outside the provisions of the SCM Agreement, but still may be 
covered by the state aid rules. 

A specific issue could arise with grants amounting to less than EUR 100,000. 
Under the EC state aid rules, such measures fall under the de minimis aid rules and 
are not considered to be aid. These measures, if other than prohibited subsidies, 
can still become actionable subsidies subject to potential action from other Mem- 
bers. Since de minimis aid does not have to be notified, these subsidies can remain 
unidentified for a certain period, until an action is taken against them. 


In the past years the EU prohibition of state aid has been linked with the efforts — 


to combat harmful tax competition.*! There does not seem to be a corresponding 
tendency in the WTO. 


31 Sorensen, European Taxation 2002, 206 (213). 
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I. Introduction 


The topic of this thesis is the interdependence and the differences between (in- 
ter)national tax law and international trade rules, especially the WTO regime. On 
the one hand, tax law has a great impact on international trade and investment, 
which can easily be seen in the well-known FSC/ETI dispute! and the fact that 
double taxation of foreign source income strongly discourages foreign production 
and therefore hampers international commerce. On the other hand, trade organi- 
zations and tax systems have a different historical background and a substantial 
difference in membership (the OECD consists of around 30 relatively developed 
countries whereas the WTO encompasses 150 member countries from all levels 
of economic development). This has led to several major differences, namely the 
treatment of double taxation, the definition of non-discrimination? (in tax systems 
itis based on nationality, in WTO additionally on the most-favored-nation principle 
—MEN) and the dispute settlement mechanisms (the international tax system offers 
a non-binding bilateral negotiation process only, whereas the WTO dispute settle- 
ment has become one of the most international tribunals, with compulsory juris- 
diction). As the differences between international tax and trade systems have led 
to several disputes, recent scholarship is increasingly calling for the WTO to be- 
come a vehicle to address international tax issues.* 


This thesis therefore examines the applicability of the WTO subsidy definitions 
to traditional tax law issues, and specifically the exemption method, which is part 
of most European tax regimes. As this paper will show, this “clash of systems” 
between the US/UK-based world income principle and the European territoriality 
regimes can only be assessed on the basis of internationally agreed rules, with the 
specific difficulty being not to prejudice any type of tax system in the first place. 
Accordingly, this paper therefore starts by comparing the underlying principles of 
Capital Import Neutrality (CIN) and Capital Export Neutrality (CEN) and, subse- 
quently, will analyze whether the exemption method or the fictitious tax credit are 
potentially contrary to the WTO regulations on export subsidies. 


II. Methods to Avoid Double Taxation 


1. Exemption Method as a Consequence of CIN 


In order to provide neutrality of business activities in a specific country, most 
countries in continental Europe traditionally exempt foreign income from the tax- 
able base. In other words, the foreign tax rate on the exempted foreign income 





| Jung, How far should the WTO reach into income tax policies?, Journal of International 
Taxation, March 2005, 36 (38). 

Green, The troubled rule of non-discrimination in taxing foreign direct investment, Law & 
Poly. Int’] Bus, 1994, 113, (127 et seq.). 

3 Matsushita/Mavroidis/Schoenbaum, The World Trade Organization (2002) 18. 

4 Avi-Yonah, Treating tax issues through trade regimes, Brook. J. Int'l L., 2001, 1683 (1686). 
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remains final. In most cases, the exemption with progression method is applied, 
where the residence state retains the right to take the exempted income into 
consideration when determining the tax to be imposed on the rest of the in- 
come. 


The exemption method as a mechanism of the territoriality principle leads to a 
differentiation between domestic and foreign ability to pay. Thus, taxation is ori- 
ented on ability to pay in that state where business activities are provided and com- 
petition takes place. In economic respects, the exemption method guarantees equal- 
ly competitive conditions in the source state among investors from different coun- 
tries. This is known as namely capital import neutrality.6 Although the exemption 
method is not compatible with the main principle of world-wide taxation, the lead- 
ing capital-exporting countries justify it on the basis of the argument of non-inter- 
ference with international economic cooperation and better competition opportu- 
nities for foreign investments. ’ 


2. Credit Method as a Consequence of CEN 


Under the tax credit method, the world-wide income will be taxed in the resi- 
dence state and therefore a lower foreign tax rate will be shifted up to the level of 
the domestic tax rate.* Some tax authorities welcome this method, because double 
exemption can basically never occur and zero taxation in the source country leads 
to full taxation in the residence state with no credit being applicable against it. On 
the other hand, by granting a credit, changes of the foreign tax rates have a direct 
impact on the domestic revenue. Moreover, double taxation is hardly conceivable.’ 
Generally, abuses of systems for avoidance of double taxation appear easier to 
monitor in tax credit systems. 


3. Fictitious Tax Credit 


As indicated above, one of the consequences of the credit method, under which 
taxation on foreign income will be increased to the domestic level, is that tax in- 
centives given by a source country in order to attract investors would be siphoned 
off by the residence state. Therefore, some tax treaty provisions contain the mech- 
anism of a fictitious tax credit whereby developed countries recognize and preserve 
the benefits of tax incentives provided by developing countries to foreign investors. 


5 OECD Committee on Fiscal Affairs (ed.) Model Tax Convention on Income and on Capital 
(2005) Art 23, mn B14 et seq. 

6 Vogel (ed.) Klaus Vogel on double taxation conventions commentary (1998) Art 23, mn 40 
et seq. 

Y caaaben. Die Befreiungsmethode im deutschen Steuerrecht, in Gassner/Lang/Lecher 
(eds.) Die Methoden zur Vermeidung der Doppelbesteuerung (1995) 269 (277 et seq). 

8 Lechner, Befreiungsmethode und Einkommensermittlung, in Gassner/Lang/Lechner (eds.) 
Die Methoden zur Vermeidung der Doppelbesteuerung (1995) 137 (139 et seq). 

9 Jones, The View from a Tax Credit Country, SW/ 2000, 511 (515). 
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The fictitious tax credit contains elements of the exemption method as well as tech- 
niques of the credit method!®; it is therefore classified in this paper as a separate 
method. 


Under one variety, the “tax sparing credit”, the residence state allows a tax 
credit which would have been paid in the absence of tax incentives. In this 
regard, the residence state respects the indirect subsidy given by the source 
country. !! 


With the other special form, the “matching credit” method, the country of res- 
idence generally allows a lump sum as percentage of the gross amount of specific 
foreign income that is higher than the tax rate either imposed by the source country 
under its own tax jurisdiction or allowed to be imposed under the tax treaty, re- 
gardless of the actual tax relief granted by the source state.'* The result can be 
considered as a partial exemption, because the residence state relinquishes only a 
certain percentage of its claim to world-wide taxation regarding the categories of 
income concerned.!? It is a decision of the source state whether or not it will impose 
tax on the exempted percentage of income. 


III. Capital Import Neutrality versus Capital Export Neutrality 


Basically, countries have the choice to impose taxes on a world-wide or a ter- 
ritorial basis. Taxation on a world-wide income basis implies application of the 
capital export neutrality (CEN) principle whereas taxation on a territorial basis 
relies on the principle of capital import neutrality (CIN).!4 


The principle of CEN means that taxation should not affect the decisions by 
domestic businesses on whether to invest at home or abroad. Therefore, CEN is 
secured by the foreign tax credit when businesses are subject to foreign taxes in 
the source country. The most prominent country adhering to this principle, includ- 
ing taxation on a world-wide basis, is the United States. Most EU countries apply 
the CIN principle and its associated exemption method in order to achieve the 
neutrality of international competition in the same market. This tradition goes back 
to the old “impots reels” of mainland Europe, where the only tax system was tax- 
ation at source.!> Thus, capital import neutrality in a foreign market with respect 
to a foreign competitor can be achieved. 

Both systems share the same goal (avoiding international double taxation 


without enticing domestic taxpayers to shift operations and earnings abroad), 
but use different methods in pursuing it. The main advantages of CIN are lower 





10 Tumpel, Die fiktive Anrechnung (matching credit, tax sparing credit), in Gassner/Lang/ 
Lechner (eds.) Die Methoden zur J ermeidung der Doppelbesteuerung (1995) 61 (77 et seq). 

1! Vogel (ed.) Klaus Vogel on double taxation conventions commentary, Art 23, mn 194. 

12 Vogel (ed.) Klaus Vogel on double taxation conventions commentary, Art 23, mn 195. 

13 Vogel (ed.) Klaus Vogel on double taxation conventions commentary, Art 23, mn 195 et seq. 

14 Romsdorfer, Capital Export and Capital Import Neutrality in Tax Treaties, in Lang (ed.) Tax 
Treaty Policy and Development (2005), 63 (69). 

IS Jones, SWI 2000, 511. 
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compliance costs for businesses, a simpler execution'® and in the case of op- 
erations in a low-tax country a lower total tax burden for the domestic company. 
CEN, in turn, facilitates maintaining taxing power on a world-wide basis, which 
has been the major reason for countries to stick to this principle. Due to current 
tax competition between emerging countries to attract foreign investors, some CEN 
countries are considering whether to switch to the exemption method (CIN). Al- 
though recent reviews'’ in the US indicate that negative developments, i.e. de- 
creasing tax revenue and reallocation of US capital, are not likely to be triggered 
by this move and the implementation of the exemption method would instead in- 
crease US revenues and reduce the complexity of the US foreign tax credit rules 
and therefore save around 40% of the income tax compliance costs of US multi- 
nationals'*, a US policy switch in the near future is unlikely. It seems that a sub- 
stantial revision of the existing regime, which was enacted in 1918, is politically 
not enforceable. 


1. Convergence of CIN and CEN 


Generally, one can say that the convergence of the exemption and the credit 
method is reasonable as part of anti-avoidance measures. 


1.1 CFC Legislation 


Most countries treat non-resident corporations as legal and taxable entities dis- 
tinct from their shareholders. As a result, if the tax burden in the state of the foreign 
corporation is lower than the tax burden in the residence state and the profits are 
retained by a foreign corporation, the danger of shifting earnings to low-tax re- 
gimes increases.'? The CFC problem for countries which tax on a world-wide basis 
is abuse of deferral of the tax in the residence state, whereas for countries that tax 
on a territorial basis, the problem is abuse of the entire exemption for foreign- 
source income from residence state tax. Therefore, many countries, regardless of 
whether CEN or CIN is used, have introduced CFC rules to prevent resident tax- 
payers from diverting income to “controlled foreign corporations” established in 
low-tax countries and from accumulating usually passive income in these corpo- 
rations.2° Using techniques such as disregarding foreign entities or attribution of 
6 Graetz, The David R.Tillinghast Lecture. Taxing International Income: Inadequate Princi- 

ples, Outdated Concepts, and Unsatisfactory Policies, Jax Law Review 2001, (261) 261 et 

seq. 
"7 re Altshuler/Grubert, Where will they go if we go territorial? Dividend Exemption and the 

Location Decisions of US Multinational Corporations, National Tax Journal Dec.2001, 787 

807). 
1s a Structuring an exemption system for foreign income of U.S. corpora- 

tions. National Tax Journal, 2001, (771) 772. 

'9 Aigner/Scheuerle/Stefaner, General Reports, in Lang/Aigner/Scheuerle/Stefaner (eds.) CFC 

Regulation (2004) 13 (16 et seq). 

20 Ureta, National Report Mexico, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation 

(2005), 479 (491). 
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deemed dividends of the CFC, profits of the CFC are attributed to the shareholder. 
As a consequence, foreign income is taxed the same way as domestic income, 
which is an obvious goal of CEN. 


1.2 Switch-Over Clauses 


Under certain circumstances, dividends and capital gains derived from foreign 
subsidiaries are tax exempt in CIN countries. As an anti-abuse regulation, switch- 
over from the tax exemption to the credit method will occur, e.g. if the foreign 
entity is characterized as passive company and the local tax rate is not comparable 
to the domestic corporate tax rate. Switch-over clauses are targeted especially at 
avoiding treaty-shopping schemes. 


1.3. Mixed Systems Based on Passive Income 


In practice, many countries have incorporated a mixture of the CIN and the 
CEN principle in their bilateral tax treaties. In most of these cases, for income 
deriving from passive income such as royalties, interest and dividend payments, 
foreign tax is credited in the resident country whereas active income from employ- 
ment, business profits and personal services is exempted in the resident country.7! 


2. Position of CEN Countries on the Exemption Method 


The position against the exemption method is mainly based on two grounds. 
Firstly, CEN countries have strategic, tax-political concerns about the exemption 
method. It generally leads to a loss of taxing power over domestic multinational 
companies. As the CEN countries impose taxes on a world-wide income basis, the 
implementation of the exemption method would lead to a substantial change of the 
existing tax regime. This is commonly rejected by the CEN countries. Secondly 
and more important, CEN countries, especially the US, argue that, contrary to the 
credit method, the exemption method has immanent potential for export promo- 
tion. This was the grounds for several WTO disputes, i.e. the DISC/FSC/ETI cases, 
and is underlined by the following US statement: “If the FSC confers an illegal 
export subsidy, so do the tax systems of many European countries that are based 
on territoriality or that incorporate territoriality principles”.”” In the center of these 
long-lasting disputes stood the US implementation of exemption-based tax ele- 
ments on top of its world-wide income-based tax system, which remained in effect. 
The DISC regime, for example, provided indefinite deferral to portions of inter- 
nationally active domestic corporations’ earnings. Due to a GATT ruling against 
the US in 1976, the DISC regime was later replaced by the FSC, which followed 
the same purpose of DISC, but attempted to adjust it to the council’s decisions.”* 





21 Romsdorfer, in Lang (ed.) Zax Treaty Policy and Development, 70. 

22 US Report to the Panel, 8 October 1999, WT/DS108/R, Tax treatment for FSC, sec. 4.310 

23. Brauner, National Report the United States, in Lang/Herdin/Hofbauer (eds.) WTO and Direct 
Taxation (2005), 727 (750). 
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Besides, the US challenged the tax regimes of Belgium, France and the Nether- 
lands, arguing that the use of the exemption method by those countries also con- 
stituted export subsidies because it resulted in exports being taxed more favorably 
than comparable domestic transactions. After a GATT ruling against the European 
regimes, the disputes were resolved based on negotiations and a new understanding 
adopted by the GATT Council in 1981.?4 It provided that countries refraining from 
taxing foreign-source income were not providing an export subsidy, even if this 
resulted in exports being taxed more favorably than domestic transactions.*> Sub- 
sequently, the US enacted the FSC regime with the objective of reestablishing the 
export-enhancing benefits of the exemption method. The FSC still exempted parts 
of export-related foreign-source income of foreign sales corporations from US tax 
that would have otherwise applied.*° The EC challenged the FSC system in 1997. 
This resulted in a panel ruling (this time based on the SCM) that FSC constituted 
an export subsidy under the WTO Agreement on Subsidies and Countervailing 
Measures (hereinafter SCM) of 1994. Another attempt by the US to replace FSC 
by a similar system, the ETI regime, failed. The US again tried to incorporate ter- 
ritorial aspects which had been ruled in compliance with GATT in the fundamental 
US world-wide system. Due to an EU application, a DSP (Dispute Settlement Pan- 
el) ruled against the US in 2001 on the grounds that ETI did not comply with the 
FSC ruling. This final ruling supported the logic of the normative benchmark which 
has since become an important yardstick for subsidy assessment and which will 
be further discussed in section IV of this paper. 


IV. Detailed Analysis of the Exemption Method and the Fictitious 
Tax Credit 


1. Subsidy Criteria 


The original rules on subsidies in Art. XVI of the GATT Agreement can now 
be found in the SCM which provides a definition of prohibited subsidies and deals 
with how Members can counter them. To fall within the definition of a subsidy the 
following conditions must be satisfied, according to Art. 1.1 SCM: 


@ There must be a financial contribution given by a government or any public 
body within the territory of a Member 


@ The contribution must confer a benefit 
@ The benefit must be specific as defined in Art. 2 SCM. 


In other words, the definition is built on three main constituent elements — fi- 
nancial contribution, government contribution and benefit; the application to tax 


24 Harwood, The GATT/DISC Dispute, Zaxes /nternational, 1981, (1) 3 et seq. 

25 http://useu.usmission.gov, 14.02.2006, Background on the foreign sales corporation dispute, 
The United States Mission to the European Union. 

26 Brauner, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 750. 
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issues should be examined on the basis of these elements.’ Additionally, subsidies 
must be specific to be contested. Currently, there are two categories of subsidies 
under the SCM — prohibited and actionable. 


Under Annex I, an illustrative list of prohibited subsidies is provided: 


“(e) The full or partial exemption remission, or deferral specifically related to ex- 
ports, of direct taxes or social welfare charges paid or payable by industrial or 
commercial enterprises. 

(f) The allowance of special deductions directly related to exports or export per- 
formance, over and above those granted in respect to production for domestic con- 
sumption, in the calculation of the base on which direct taxes are charged”.** 


Footnote 59 states that “Paragraph (e) is not intended to limit a Member from 
taking measures to avoid double taxation of foreign-source income earned by its 
enterprises or the enterprises of another Member’’.*” 


2. Applicability of the SCM Agreement to the Exemption Method 


2.1 Element of a Financial Contribution by a Government 


The precondition for the exemption method being deemed a subsidy under the 
SCM is that government revenue that is otherwise due is foregone or not collected. 
Generally, all three methods to avoid double taxation such as exemption, deferral 
in the case of credit method and fictitious tax credit may fall under this provision. 


The important interpretation of the “otherwise due” concept is based on the 
application of the “but for” test, under which the basis of comparison is the tax 
rules applied by the Member State in question. The “but for” test did not exist under 
the older GATT rules. This led to a decision of the DSP against Belgium determin- 
ing that the general taxation principles of an exempting country were not relevant 
for the subsidy assessment and accordingly the exemption method and the territo- 
rial taxation system as a whole could have been classified as an export subsidy in 
violation of Art. XVI of the GATT.*° Later, the GATT Council recognized the ef- 
fects of this approach and revised it by declaring that GATT was not aiming at pre- 
selecting or excluding any tax systems such as, for example, the territorial system. 
Under the SCM, “otherwise due” depends on the rules of taxation that each Mem- 
ber, by its own choice, establishes for itself?! and relates to the determination of 
systematic and non-systematic parts of a tax system.*? In other words, countries 


27 Van den Bossche, The Law and Policy of the World Trade Organization (2005) 555. 

28 Annex I to the SCM. 

29 Footnote 59 of Paragraph e contained in Annex I to the SCM. 

30 [senbaert, National Report Belgium, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Tax- 
ation (2005), 171 (2005). 

31 Canada — Certain Measures Affecting the Automotive Industry, WTO documents, WT/ 
DS139/AB/R, WT/DS142/AB/R, 31 May 2000 (Appellate Body Report) Para. 89. 

32 Stricker, National Report Germany, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxa- 
tion (2005), 313 (333). 
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are free to implement any type of tax system (based on CEN, CIN or even a mixed 
system), but must be consistent in doing so. 


The corollary of this is that even under a mixed system a normative benchmark 
can be found according to the corresponding type of income. Although the deter- 
mination of the normative benchmark is more sophisticated with a view to numer- 
ous Double Taxation Conventions (DTCs) of a specific country, I tend to favor the 
treaty practice of the country in question, i.e. the most frequently used method, as 
it best reflects the predominant will of the legislator compared to model conven- 
tions, which usually have no parliamentary legitimacy in domestic law. Austrian 
treaty practice, for example, provides the exemption method as general rule in 
DTCs, but also allows for the credit method as the standard for income categories 
such as dividends, interest and licences.*> Accordingly, applying switch-over-pro- 
visions, where the exemption method as general rule is replaced by the credit meth- 
od as a kind of “disciplinary measure” cannot constitute a subsidy, since the more 
advantageous rule is the benchmark.*4 


At this point, it is interesting to consider the above-mentioned methodology 
with a view to losses under the exemption method. In the case of Germany, the 
prevailing opinion of the German Tax Supreme Court, which holds exemption ap- 
plicable to both positive and negative foreign income, can be considered to repre- 
sent the general norm. The existence of a domestic norm providing a loss set-off 
with respect to losses from trade or business of foreign permanent establishments 
is therefore a clear case of deviation from the general rule. The requirement of 
“otherwise due” is obviously met in this case.** 


The systematic approach is a valuable tool to assess and catch alleged subsidies. 
Firstly, only an exception can prove the existence of a general rule. And, secondly, 
intended subsidies are by nature incorporated into tax systems in most cases as ad- 
hoe measures with a specific aim. Therefore, it makes sense from the perspective 
of a subsidy assessment to separate the systematic parts of a tax system that have 
grown over the decades from those that have been added on a case-by-case basis 
and therefore remain non-systematic or specific. 


Notwithstanding the acceptance of the European exemption method as a nor- 
mative baseline, there are some opinions from US authors declaring that defining 
a baseline for the European regimes is hard, since they contain many world-wide 
features (such as CFC legislation) and therefore it can be argued that there is “fore- 
gone revenue” within the European regimes even if not reflected in the tax expend- 
iture budget.*° This view cannot be supported, because it blurs the distinction be- 
tween exceptions to the tax system and the system itself, 


33 Sutter, Die Befreiungsmethode als unzuldssige Beihilfe iSd Art 87 EG?, SW1 2004, 4 (7). 

4 Petritz, National Report Austria, in Lang/Herdin/Hofbauer (eds.) W7O and Direct Taxation 
(2005), 133 (168). 

3S Stricker, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 337. 

%6 Avi-Yonah, Commentary: treating tax issues through trade regimes, Brooklyn Journal of 
International Law 2001, 1683 (1686 et seq). 
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Moreover, Joel Slemrod and Avi- Yonah argue based on footnote 59 of the SCM 
that general exemption regimes without subject-to-tax clauses can be construed as 
export subsidies.*’ In my opinion, this argument does not hold after further scrutiny 
of the intended purpose of the footnote and the SCM definitions. The last sentence 
of footnote 59 is a clarification that Paragraph e and the SCM are not intended to 
force the member states into a specific tax system, since this was the bottom line 
of the US argumentation in the subsidy disputes, which would have led to the abol- 
ishment of the territoriality principle as a whole. If the last sentence of this footnote 
was not intended to be a carte blanche for measures against double taxation** (and 
there is clear evidence that it was not, when the will of the parties to the SCM 
Agreement is taken into consideration), then the the reverse, namely to deem all 
measures or systems that are not potentially or perfectly targeted to avoid double 
taxation as subsidies, seems illogical. This aspect has already been discussed and 
led to the following statement by the Appellate Body: “The avoidance of double 
taxation is not an exact science. ... Thus, we agree with the Panel, and the US, that 
measures falling under footnote 59 are not required to be perfectly tailored to the 
actual double tax burden”’.*? Additionally, it has to be considered that a reference 
to the tax practice of foreign authorities as a criterion for domestic tax determina- 
tion may lead to constitutional concerns in some countries.*° 


With reference to the subject-to-tax argument mentioned above, the systematic 
approach used by the DSP in the ETI ruling again helps to distinguish between 
cause and effect. It is the systematic approach of the territorial regime not to pay 
attention to foreign-source income (= cause). Consequently, this regime also sys- 
tematically neglects whether double taxation or double non-taxation is occasion- 
ally the outcome of the financial transaction (= effect). Although this point is 
viewed critically on the OECD and EU level, the Appellate Body has accepted that 
possible measures against double taxation may lead in certain instances to double 
non-taxation.*! However, in cases when a Member generally applies subject-to- 
tax provisions, but does not do so in a specific DTC, one could consider there to 
be a violation of the SCM.*” 

Taking the aforesaid into account, the exemption method as general rule cannot 
be characterized as a subsidy under WTO law, but the deviations from the bench- 
mark that can be found in practice are the crucial determinant for the legal assess- 
ment and may well be deemed a financial contribution under the SCM. 





37 Ureta, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 491. 

38 Luja, Assessment and recovery of tax incentives in the EC and the WTO (2003), 125 (129). 

39 WTO, United States-Tax Treatment for FSC, Recourse to Art. 21.5 DSU by the EC, Report 
of the Appellate Body on 14.01.2002 WT/DS108/AB/RW, RN. 146. 

40 E.g. the rejection of a bilateral switch-over-clause in the case of actual non-taxation in the 
source country in KWT, Stel/ungnahme zum Entwurf eines Doppelbesteuerungsabkommens 
zwischen Osterreich und Kuba, 2003, 3. 

41 Noguera/Steichen, National Report Luxemburg, in Lang/Herdin/Hofbauer (eds.) WTO and 
Direct Taxation (2005), 453 (475). 

42 Petritz, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 168. 
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2.2 Element of Benefit 


The ordinary meaning of “benefit” is some form of advantage. In order to assess 
whether a financial contribution confers a “benefit”, i.e. an advantage, it is neces- 
sary to determine whether the financial contribution places the recipient in a more 
advantageous position than would have been the case but for the financial contri- 
bution.** This definition eliminates the relevance of the intention behind the tax 
measure in question and focuses on the potential effect of a measure with view to 
international trade distortions.** According to the Panel, the only logical basis for 
determining the position the recipient would have been in in absence of the finan- 
cial contribution is the market. Accordingly, a financial contribution will only con- 
fer a “benefit”, i.e. an advantage, if it is provided on terms that are more advanta- 
geous than those that would have been available to the recipient on the market.** 


Furthermore, the Panel ruled that a “benefit” does not exist in the abstract, but 
must be received by a beneficiary or a recipient. Logically, a “benefit” arises only 
if a person, natural or legal, or a group of persons, has in fact received something. 
The term “benefit” therefore implies that there must be a recipient. This underlines 
the fact that the focus of the inquiry under Art. 1.1 (b) of the SCM Agreement 
should be on the recipient and not on the granting authority or the “cost to govern- 
ment”.*¢ 

The amount of the benefit usually equals the amount of tax that would have 
been due otherwise. Obviously, this subsidy requirement can be examined most 
easily. 


2.3. Element of Specificity 


The WTO rules on subsidies do not apply to all financial contributions by a 
government that confer a benefit but only to those that are of specific nature. Ba- 
sically, the SCM Agreement distinguishes four types of specificity” such as 


@ enterprise specificity, 
@ industry specificity, 

@ regional specificity and 
@ prohibited subsidies. 


The latter category is automatically deemed specific due to Art. 2.3 of the SCM 
Agreement. Thus, theoretically, one of the indicators in the case of the exemption 
method could be the applicability to certain businesses, which is hard to conceive 
of in practice. The exemption method as a systematic component is usually widely 
available within the economy regardless of company type or region. As a conse- 
quence, most alleged subsidies connected with the use of the exemption method 


43 Appellate Body Report on Canada ~ Aircraft, para. 8, WT/DS70/AB/R of 2 August 1999. 

44 Luja, Assessment and recovery of tax incentives in the EC and the WTO, 127. 

45 Panel Report, para. 9.112. The Panel confirmed its interpretation in similar terms in its con- 
clusion at para. 9.120 of the Panel Report. 

46 Appellate Body Report on Canada ~ Aircraft, para. 154, WT/DS70/AB/R of 2 August 1999. 

47 Van den Bossche, The Law and Policy of the World Trade Organization, 558. 
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will not fulfil the specificity requirement although other WTO subsidy criteria (i.e. 
a financial contribution by a government and benefit in the sense of the previous 
sections) are likely to fit in many cases. However, the WTO decisions against the 
US in the FSC/ETI disputes were largely based on the fact that the US had imple- 
mented tax measures that leaned towards promotion of certain types of companies 
(i.e. foreign sales corporations) and were therefore deemed specific. 


2.4 Prohibited Subsidy 


Prohibited subsidies under the SCM Agreement generally include export-stim- 
ulating subsidies and import-substituting subsidies. Art. 3 of the SCM Agreement 
reads as follows: 


“Except as provided in the Agreement on Agriculture, the following subsidies, with- 
in the meaning of Article 1, shall be prohibited: 

(a) subsidies contingent, in law or in fact, whether solely or as one of several other 
conditions, upon export performance, including those illustrated in Annex I. 


(b) subsidies contingent, whether solely or as one of several other conditions, upon 
the use of domestic over imported goods ’”’.*® 


As stated above, Annex I of the SCM Agreement provides an illustrative list 
of export subsidies. This list includes, in addition to other measures, full or partial 
exemption. As a next step, one has to evaluate whether the exemption method is 
de facto or de jure contingent upon export performance. Tax incentives that are de 
jure contingent upon export can be identified on the basis of the words actually 
used in the relevant regulations. Much harder to demonstrate is the de facto con- 
tingency of a tax incentive, as the measure has to be tied to anticipated or actual 
exportation or export earnings which must be shown by a relation of conditionality 
or dependence.*? A good example of prohibited subsidies is the Belgian fiscal stim- 
uli for the Maritime Shipping Industry, where the tax advantage was directly bound 
to tonnage and export activities.~° 


In the German example mentioned in section 2.1 about consideration of foreign 
losses constituting a subsidy, the lack of de jure and de facto contingency elements 
prevent characterization as prohibited subsidy, since the sale of export property is 
only one of many possible activities from which losses could result.°'! Thus, the 
required causal relationship between the tax provision and export performance can- 
not be established. 


Following this interpretation, the exemption method as a general rule cannot 
be deemed a prohibited subsidy under the SCM Agreement, as neither in wording 
nor in its implication it is directly related to export figures or earnings. Neverthe- 
less, implementing a specific exemption rule that depends on certain export pa- 
rameters could well constitute a prohibited subsidy. Finally, it has to be considered 





48 Article 3.1 SCM Agreement. 

49 Luja, Assessment and recovery of tax incentives in the EC and the WTO, 128. 
50 Tgenbaert, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 206. 

5! Stricker, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 338. 
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whether the exemption method could be actionable** under the SCM Agreement, 
i.e. whether it could be subject to challenge in the event that it causes adverse effects 
to the interests of other Members.** Without going into further detail at this point 
on how adverse effects are to be interpreted under the SCM, one can argue that the 
link between the tax incentive in question and the effect is hard to prove, especially 
when the exemption method as a general rule is under scrutiny. 


3. Special Case of Tax Sparing and Matching Credit 


With reference to the previous chapters, it has to be examined whether the fic- 
titious tax credit may be characterized as a subsidy under the SCM. The following 
simple example™ is designed to illustrate the effect of a tax sparing credit as a basis 
for further subsidy analysis. The underlying assumption is that the tax treaty be- 
tween a developing and a developed country provides for a general withholding 
tax (WHT) rate of 15% on interest. Two variants of an incentive (with and without 
tax sparing provision) provided by a developing country have been taken into ac- 
count. 











Normal case Incentive of Incentive of 
15% WHT 5% WHT 5% WHT 


without tax —_ with tax spar- 
sparing ing 







Income 100 100 100 
Domestic tax rate 
Domestic tax amount 50 50 50 
Foreign credit —15 —5 —15 
Domestic tax to be paid 35 45 35 















Revenue developing country 





Domestic revenue 


Total tax 


As shown above, by granting a fictitious tax credit, the tax authorities exempt 
10% of foreign income. Under aspects of the normative benchmark, which is the 





S82 Article 5 of the SCM. 

53 Van den Bossche, The Law and Policy of the World Trade Organization, 567. 

54 Structure based on Deborah Toaze, Tax Sparing: Good Intentions, Unintended Results, Ca- 
nadian Tax Journal 2001, 879 (882); modifications added. 
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middle column in this example, there is “foregone revenue that is otherwise due”. 
The benefit criterion is fulfilled, since the recipient is in a more advantageous 
position than would have been the case but for the financial contribution.°> The 
subsidy definition should again be analyzed in close connection with the require- 
ment of specificity. It is hard to imagine that the sparing credit has a selective 
nature, because it is usually widely available in an economy and therefore does 
not distort the allocation of resources in that economy. Accordingly, this cannot 
require or justify any action under the SCM. Specificity could occur only in theory, 
e.g. with a tax sparing credit being granted only to companies receiving trading 
income out of certain countries*® or located in certain regions or belonging to 
certain industries. 


Should a country implement tax sparing credit provisions that are related to 
exports or export earnings>’, this would be characterized as a prohibited subsidy 
under the SCM. On the other hand, tax sparing credits as actionable subsidies (i.e. 
causing adverse effects to other Members) are hard to argue, since any dispute 
settlement body must be convinced of a link between the sparing credit and the 
adverse effect. I agree with Luja that tax sparing credits could well be excluded 
from the scope of the SCM Agreement at all and could be characterized as non- 
actionable subsidies,>* but I doubt that the US will agree with this proposal in the 
near future. The US position that tax sparing irrationally grants credit for phantom 
taxes*? and results in non-payment of US taxes is still unchanged. 


The following table illustrates the outcome of a matching credit in the case of 
interest income derived from Thailand by an Austrian corporation and is based on 
the current DTC between Austria and Thailand. The Austrian corporate income 
tax amounts to 25%, whereas in Thailand a tax on interest is not levied. 


Normal case 25% matching credit 
Income 100 100 
Austrian tax rate 25% 25% 
Austrian CIT 25 25 
Foreign credit 0 —25 


Austrian tax to be paid 25 0 


Revenue in Thailand 0 0 
Domestic in Austria 25 0 
Total tax 2 





55 http://docsonline.wto.org/DDF Documents/t/WT/DS/70ABR.DOC, 11.04.2006, Appel- 
late Body Report on Canada — Aircraft, Para. 149 WT/DS70/AB/R, 2 August 1999. 

56 Luja, The WTO Subsidies Regime: Are there Lessons to be learned from Recent EC State 
Aid Issues?, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation (2005), 103 (111). 

57 Stricker, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 338. 

58 Luja, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 112. 

59 Toaze, Tax Sparing: Good Intentions, Unintended Results, Canadian Tax Journal 2001, 879 
(884). 
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__ In this case, the fictitious tax credit equals the domestic tax rate, which results 
in a full tax exemption of foreign income. Further consideration of Vogel's argu- 
ment that a matching credit can no longer be considered a subsidy because its re- 
spect for the tax jurisdiction of the source state is based on a different philosophy 
than that of the tax credit, namely exemption, leads to the conclusion that even 
in case the matching credit did not fit systematically into the general exemption 
scheme of a country’s tax system, the specificity criterion of the SCM Agreement 
would not likely be fulfilled. 


V. Conclusion 


The findings in this paper indicate that the exemption method (with or without 
a subject-to-tax clause) as a general norm cannot constitute a subsidy under the 
SCM, whereas the deviations from the norm have immanent potential for meeting 
the basic subsidy criteria. 


Moreover, special rules such as CFC legislation or switch-over provisions do 
not constitute a prohibited subsidy in accordance with their anti-avoidance char- 
acter unless a direct connection to exports can be identified. 


Mixed systems (e.g. exemption on business income, credit on interest) can be 
classified as a general norm, but the “but-for” test should be applied for each cor- 
responding type of income. 

Practice has shown that the definition of export subsidies under the SCM is 
generally quite narrow and therefore in many cases impedes identification and ab- 
olition of prohibited tax measures. Despite the fact that numerous tax provisions 
can be found in international tax regimes that are clearly targeted at promoting 
foreign activities and future benefits in terms of sales of domestic products and 
export competitiveness of domestic industries, many of them cannot be deemed 
prohibited under the SCM Agreement. In essence, export relevance and specificity 
of tax measures are very difficult to demonstrate unless it can be proved that the 
provisions in question directly relate to exports or export earnings in a very selec- 
tive way. This also applies to fictitious tax credits, which can only be classified as 
a prohibited subsidy if a connection to exports can be found. 

In order to follow a systematic approach in subsidy assessment, each tax meas- 
ure in question has to be examined separately, with the main questions that have 
to be answered being: Is it a deviation from a general norm, is it specific in terms 
of advantages and is there a provable connection to exports? 


0 Vogel (ed.) Klaus Vogel on double taxation conventions commentary (1998) Art 23, mn 195 
et seq. 
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I. Overview 


The emergence of harmful tax competition has led to some problems in the 
field of national and international taxation. One of them is known as the income 
tax rate “Race to the bottom” on a worldwide scale.! To protect their revenue, many 
countries have taken counteractions, including cooperation through international 
organizations, to eliminate the harmful effects of tax competition. Over the last 
decade, the European Union (EU) and the Organization for Economic Co-opera- 
tion and Development (OECD) have engaged in far-reaching efforts to counteract 
harmful tax competition, through the EU Code of Conduct for business taxation 
and the ongoing OECD Project on Harmful Tax Practices, respectively. 


As one of the biggest international organizations in the world, the World Trade 
Organization (WTO) is expected to play a role in dealing with harmful tax com- 
petition.? But is the WTO the right organization to deal with harmful tax compe- 
tition? It is not easy to give a simple answer. This question actually comprises 
several sub-questions. These include: the coverage of WTO rules on tax competi- 
tion, the conflicts between harmful tax competition and WTO obligations, the 
methods provided by the WTO and the effectiveness of the WTO solution. 


In this paper, I restrict my attention to the following: Is there any (potential) 
conflict between harmful tax practices and WTO rules? I will compare harmful 
tax practices with each of the WTO rules in order to analyze the possible violations 
or arguments against harmful tax practices under WTO rules. I then try to draw a 
general conclusion as to what extent harmful tax competition is incompatible with 
WTO rules and may be disputed under the WTO. 


II. Tax Competition in International Taxation 


1. The Emerging Issue of Tax Competition and Its Negative Effects 


Harmful tax competition is a by-product of economic globalization. The proc- 
ess of globalization has not only improved welfare and living standards around the 
world, but has also increased competition among countries in the global market 
place. By using tax measures to attract mobile capital and investment, tax compe- 
tition arises. On the one hand, tax competition encourages countries to reduce tax 
barriers to capital flows and to modernize their tax systems to reflect global devel- 





1 See Boss, How to Handle Tax Competition — Paper presented at the 2nd EUROFRAME 
Conference on Economic Policy Issues in the European Union, June 2005, 2 et seq. “Race 
to the bottom” means lower corporate income taxes, rising consumption taxes, higher per- 
sonal income taxes on wage income but lower on personal capital income. See also Vito 
Tanzi, How will national tax systems fare as globalization proceeds?, /MF Survey, 26 May 
1997, 166 and Avi- Yonah, Globalization, Tax competition and the Fiscal Crisis of the Welfare 
State, Harvard Law Review 113:1573 (2000). 

Avi-Yonah, The WTO, Export Subsidies, and Tax Competition, in Lang/Herdin/Hofbauer 
(eds.) WTO and Direct Taxation (2005) 117 (129). 
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opments. On the other hand, tax competition also creates some problems: for ex- 
ample, harmful tax competition. 


_ Some countries have exploited tax competition by developing tax policies 
aimed primarily at diverting other countries’ mobile elements — known as “poach- 
ing the tax base rightly belonging to the other country”. These are considered 
“harmful” tax competition by other countries. The prevailing opinion about the 
harmful effects is that these actions will induce potential distortions in trade and 
investment, erode national tax bases of other countries, open up new means of tax 
avoidance and evasion and undermine the fairness, neutrality and broad social 
acceptance of the tax system. 


2. Key Factors of Harmful Tax Competition 


The factors to identify harmful tax practices are discussed in the OECD’s 
Project on Harmful Tax Practices* and in the EU Code of Conduct for Business 
Taxation.° Since the definitions used in both are very similar, in this paper I will 
adopt OECD definition to compare harmful tax competition with the WTO rules. 

The 1998 OECD report on harmful tax competition focused on the direct tax- 
ation of geographically mobile financial and other service activities, and provided 
an analytical framework for identifying jurisdictions engaged in harmful tax prac- 
tices as following.® 


@ no tax or only nominal tax on the| @ low or zero effective tax rate on the 
relevant income; relevant income; 

@ no effective exchange of informa-|@ no effective exchange of informa- 
tion; tion; 

@ lack of transparency; and e@ lack of transparency; and 

@ absence of a requirement that sub-|@ “ring-fencing” — preferential tax 

stantial activities be carried on in regimes are partly or fully insulat- 

the jurisdiction. ed from the domestic markets of 

the country providing the regime. 


































The first factor, no or low effective tax rate, was initially considered a necessary 
condition to identify a harmful tax regime. A combination of this factor and one 
or more of the other factors set out in the above box will be sufficient to characterize 
> OECD, Harmful Tax Competition — An Emerging Global Issue (1998) 16. 

4 OECD, Harmful Tax Competition, \9-35, See also OECD, The OECD § Project on Harmful 
Tax Competition: Progress in Identifying and Eliminating Harmful Tax Practices (2000); 
OECD, The 2001 Progress report and OECD, The 2004 progress report. 

S. The Council of the European Union, Code of Conduct for Business Taxation, OJ 98/C 2/01, 


6 January 1998. 
6 OECD, Harmful Tax Competition, \9-35. 
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a preferential tax regime harmful. If possible, additional factors that may be taken 
into consideration include failure to adhere to international transfer pricing prin- 
ciples, negotiable tax rates or tax bases, existence of secrecy provisions, regimes 
that are promoted as tax minimization vehicles and so on. 


Even though the OECD report distinguishes between tax havens and preferen- 
tial tax regimes, the key factors are very similar. In this paper, I am interested in 
the common nature of tax havens and harmful preferential tax regimes and do not 
look at their differences. 


3. Counteracting Harmful Tax Competition 


Countermeasures to harmful tax competition may be taken unilaterally, bilat- 
erally or multilaterally.’? Unilateral measures include the introduction of transfer 
pricing rules, thin capitalization rules and controlled foreign company rules, the 
imposition of withholding taxes, and the restriction of payment deduction and for- 
eign tax relief. Bilateral measures include the exchange of information, and the 
inclusion of anti-avoidance rules and anti-abuse rules in tax treaties, the limitation 
of treaty benefits and no conclusion of tax treaties with tax havens. Multilateral 
measures mean attending international forums (e.g. the OECD Project on Harmful 
Tax Practices) or following international treaties/guidelines (e.g. the EU Code of 
Conduct) in order to cooperate with other countries against harmful tax competi- 
tion. 


Countries typically implement unilateral or bilateral countermeasures against 
tax competition for convenience and to meet minimum requirements of co-ordi- 
nation with other countries. However, there are limits to such an approach because 
the problem is essentially global in nature and the ability of the authorities is re- 
stricted in such cases. Thus, it is considered that multilateral cooperation is neces- 
sary and most effective in the field of international tax competition.* Additionally, 
the unilateral or bilateral measures will be more effective if they conform at the 
international level. That is the rationale behind establishing the OECD Project on 
Harmful Tax Practices,’ and the EU Code of Conduct.'° 


But the OECD Project on Harmful Tax Practices and the EU Code of Conduct 
do not satisfy many scholars. Neither do all countries approve of the initiatives. It 
is considered that the OECD Project and EU coordination do not have binding 
effect on their member states; moreover, some feel that their scope is not broad 
enough. Economists think that there are welfare gains from regional tax coordina- 
tion but also show that these gains are lower than that from worldwide coordina- 





7 OECD, Harmful Tax Competition, 40 et seq. 

8 Sorensen, International Tax Coordination: Regionalism versus Globalism, CESifo Working 
Paper 483 (2001) 26. 

9 See OECD, Harmful Tax Competition, 3740. 

10 See Kovacs, Tax Harmonisation versus Tax Competition in Europe — speaking in the Con- 
ference “Tax harmonisation and legal uncertainty in Central and Eastern Europe”, October 
2005 and Boss, Do We Need Tax Harmonization in the EU?, Kiel Working Paper 916 (1999). 
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tion.'' The same opinion is also seen in the 1998 OECD Report as following: “The 
broader the economic grouping of countries engaged in this dialogue, the greater 
the effectiveness of any solutions proposed.”!? 


4. The WTO: an Attractive Candidate for Dealing with Harmful Tax 
Competition 


From the perspectives described above, the WTO is expected to be a more at- — 


tractive candidate, which may adopt effective countermeasures against harmful 


tax competition. First, by December 2005 the WTO had 149 members, being much — 


broader than the OECD or the EU. Second, it consists of a series of agreements 
that have binding effect on its members. Third, it has effective rules and procedures 
governing the settlement of disputes. Finally, the WTO has become more and more 
involved in direct tax issues because of the increasing disputes concerning direct 
taxation. These issues include the US FSC dispute!’ and the argument presented 
by tax havens about the WTO compatibility of OECD defensive measures. '* 


But there are several serious objections to including tax competition matters in 
the jurisdiction of the WTO. Tax havens argue that “harmful tax practices” are 
wholly compatible with WTO rules so that the WTO should protect the tax havens’ 
right under the WTO.'> While discussing such arguments, | will compare harmful 
tax practices with each of the WTO rules to make it clear whether the tax havens 
are in line with WTO rules. 


Ill. WTO-Compatibility Issues 


Since tax havens have defended themselves by claiming that they are consistent 
with WTO rules, we should check whether harmful tax practices are really com- 
patible with WTO obligations. In this paper, I will follow the tax havens’ line of 
thinking to examine what the problems may be. Firstly, I will analyze the relations 
between harmful tax practices and the WTO rules affecting taxation which include 
the Most Favoured Nation principle, National Treatment and Prohibited Subsidies. 
Then I will consider certain WTO rules that may be relevant to counteracting harm- 
ful tax practices, such as nullification and Trade Policy Review Mechanism. Lastly, 
| will look at the future development of the WTO on such issue. 


\! Sorensen, CESifo Working Paper 483, 26. See also Konrad/Schjelderup, Fortress Building 
in Global Tax Competition, Journal of Urban Economics 1999 and Mendoza, The Interna- 
tional Macroeconomics of Taxation and the Case Against European Tax Harmonization, 
NBER Working Paper 8217 (2001). 

12. OECD, Harmful Tax Competition, 10. 

13 See IIl.1.3.3. 

14 See IIl.3. 

iS. See WTO, Trade Policy Review Body — Trade Policy Review: Switzerland and Liechtenstein, 
WT/TPR/M/141/Add.1, 16 February 2005. 
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1. WTO Rules Affecting Taxation 


Legal scholarship considers that there are three principal WTO rules affecting 
taxation: Most Favoured Nation (MFN), National Treatment (NT) and Prohibited 
Subsidies. 


1.1 Most Favoured Nation Principle 


1.1.1 Most Favoured Nation in the GATT and GATS 


The Most Favoured Nation principle is embodied in Article I of the General 
Agreement on Tariffs and Trade (GATT) and Article II of the General Agreement 
on Trade in Services (GATS). 


(GATT) “Article I General Most-Favoured-Nation Treatment 


1. [...] any advantage, favour, privilege or immunity granted by any contracting 
party to any product originating in or destined for any other country shall be ac- 
corded immediately and unconditionally to the like product originating in or des- 
tined for the territories of all other contracting parties.”’'” 


(GATS) “Article II Most-Favoured-Nation Treatment 


1. With respect to any measure covered by this Agreement, each Member shall ac- 
cord immediately and unconditionally to services and service suppliers of any other 
Member treatment no less favourable than that it accords to like services and serv- 
ice suppliers of any other country.” 


The basic idea of Most Favoured Nation is that member states should give equal 
benefit immediately and unconditionally to like products or services no matter 
where they come from. This is in order to realize import neutrality so that products 
or services from different countries can compete equally in the same market place. 
However, due to their different wording, Most Favoured Nation Treatment in the 
GATT and in GATS have different scopes. The GATT focuses only on the measures 
on “products” but the GATS considers measures not only on services but also on 
service suppliers. And there are arguments about whether the GATT covers direct 
taxation but it is accepted that income tax measures are within the scope of the 
AIS.” 


16 Van Thiel, General Report, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation 13 
(16); Schén, World Trade Organization Law and Tax Law, Bulletin of International Fiscal 
Documentation 2004, 283 (283); Daly, Some Taxing Issues for the World Trade Organiza- 
tion, 48 Canadian Tax Journal (2000) 1057 (1057). 

17 WTO, The Results of the Uruguay Round of Multilateral Trade Negotiations (The Legal 
Text) (1995). The following texts of WTO rules in this paper are from same text. 

18 According to the traditional view, Art. I and Art.III of GATT are limited to product-related 
“indirect” taxes. See Fischer-Zernin, /nternationale Ertragsteuern und Welthandelsordnung 
(GATT/WTO) (1996) 47. The opposite view is held by Slemrod and Avi-Yonah, (How) 
Should Trade Agreements deal with Income Tax Issue, 55 Tax Law Review (2002) 533. 
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1.1.2 Tax Competition Compatibility with the Most Favoured Nation 


Are the harmful tax practices giving the same tax benefits, such as no tax or 
low tax rates, to the like products or services or service suppliers from different 
member states? In general, the answer is yes. Harmful tax practices aimed at at- 
tracting as much capital and investment as possible will not restrict themselves by 
setting such a source limitation. Tax privileges are available to any entitled person 
no matter where he comes from. Tax havens usually levy no or low tax on all tax- 
payers and preferential tax regimes always exempt or reduce tax on all non-resident 
persons. Thus, tax havens do not discriminate between their investing partners. 
From this point of view, harmful tax competition is compatible with the Most Fa- 
voured Nation principle. 


But the problems may arise from the non-transparency of harmful tax practices. 
Some tax privileges are given by non-transparent rulings or are subject to agree- 
ment between the individual taxpayer and the tax authorities, e.g. the Dutch Ad- 
vance Pricing Agreements.'’ These tailor-made rulings may cause some taxpayers 
to be taxed more favourably than other taxpayers. If such differences in treatment 
are contingent on or related to taxpayers or investors from different member states, 
e.g. a taxpayer from state A got an agreement but the other taxpayer from state B 
did not, we can say that the tax haven discriminates against state B. Such prefer- 
ential tax regimes that give different treatments to like products or services or serv- 
ice suppliers from different member states will obviously infringe the Most Fa- 
voured Nation principle of the WTO. 


1.2 National Treatment 


1.2.1 National Treatment in the GATT, TRIM and GATS 


The National Treatment principle is embodied in Article III GATT, Article II 
of the Trade-Related Investment Measures (TRIM) and Article XVII GATS. 


(GATT) “Article Ill National Treatment on Internal Taxation and Regulation 


1. The contracting parties recognize that internal taxes and other internal charges, 
and laws, regulations and requirements affecting the internal sale, offering for sale, 
purchase, transportation, distribution or use of products, and internal quantitative 
regulations requiring the mixture, processing or use of products in specified 
amounts or proportions, should not be applied to imported or domestic products 
so as to afford protection to domestic production. 


4. The products of the territory of any contracting party imported into the territory 
of any other contracting party shall be accorded treatment no less favourable than 
that accorded to like products of national origin in respect of all laws, regulations 
and requirements affecting their internal sale, offering for sale, purchase, trans- 
portation, distribution or use.” 


\9 Meussen/Velthuizen, APAs and ATRs: The New Dutch Regime in a European Perspective, 
EC Tax Review 2002, 4 (7). A new APA regime will be effective from 2006, which must be 
applied by all Dutch financial service companies, taking place of the former tailor-made 


APAs. 
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(TRIM) “Article II National Treatment and Quantitative Restrictions 


1. Without prejudice to other rights and obligations under GATT 1994, no Member 
shall apply any TRIM that is inconsistent with the provisions of Article III or Article 
XI of GATT 1994.” 

(GATS) “Article XVII National Treatment 


1. In the sectors inscribed in its Schedule, and subject to any conditions and qual- 
ifications set out therein, each Member shall accord to services and service sup- 
pliers of any other Member, in respect of all measures affecting the supply of serv- 
ices, treatment no less favourable than that it accords to its own like services and 
service suppliers.” 

The basic idea of National Treatment is that member states should treat import 
products or services no less favourably than their own ones so that the imports can 
compete equally with the domestic ones in the same market place.?° For the cross- 
reference between Article I and Article III GATT, the discussions on National 
Treatment coverage of direct tax are similar to Most Favoured Nation. But more 
and more people accept that National Treatment should cover direct taxes, espe- 
cially with regard to the TRIMs.?! It should be noted that National Treatment in 
the GATT is a general rule but in the GATS it is a commitment, i.e. National Treat- 
ment in the GATS only applies to the sectors inscribed in each member’s sched- 
ule.22 


1.2.2 Tax Competition Compatibility with National Treatment 


From the wording of the GATT and GATS, there is no conflict between harmful 
tax practices and National Treatment principle. The National Treatment principle 
requires that members not treat imported products or services or foreign service 
suppliers less favourably than like domestic ones. Tax havens levy no tax or lower 
tax on both foreign and domestic taxpayers and tax preferential regimes exempt 
or reduce tax only on foreign entities or activities. Instead of less favourable treat- 
ment, they treat foreign investors equally or more favourably than domestic ones. 
In other words, tax havens apparently follow the National Treatment principle. 


But two comments may be made. One is based on the ring-fencing factor of 
some particular preferential tax regimes. The country providing the preferential 
tax regime usually protects itself from the harmful effects of its regimes by ring- 
fencing measures. There are two different ways in which a regime may ring-fence, 
one of which is the enterprises that benefit from the regime may be explicitly or 
implicitly prohibited from operating in the domestic market.’* The most straight- 





20 WTO, Understanding The WTO (2003) 11 

21 Van Thiel, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 21-24. 

22. Van Thiel, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 35. Unlike the GATT, 
which describes NT as a general rule, the NT clause in GATS under Part III is a “Specific 
Commitment”, and merely provides the possibility for members to commit to a national 
treatment obligation on a selective basis by undertaking specific commitments. 

23. OECD, Consolidated Application Note — Guidance in Applying the 1998 Report to Prefer- 
ential Tax Regime (2004) 22. I only focus on this way because in certain situations some 
regimes following this way may comprise infringement on NT. 
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forward way is to deny the foreign qualifying entities’ access to the domestic mar- 
ket. A variation might be that the foreign qualifying entities engaged in the same 
activities in the domestic market are subject to a less favourable effective tax rate 
than the domestic qualifying entities.2* The National Treatment principle requires 
that internal tax not be charged in a way that either treats foreign productions and 
services and service suppliers less favourably than domestic ones, or protects do- 
mestic production and services and service suppliers. The mentioned situations 
that denying the access to domestic market or penalizing foreign qualifying entities 
engaged in domestic market, which become the internal measures applied to afford 
protection to domestic productions (or economy), obviously infringe the National 
Treatment principle. 


The other comment is based on the purpose of National Treatment principle. 
As mentioned before, the purpose of National Treatment is to create a level playing 
field in the same market. Not only a less favourable treatment but also a more 
favourable treatment is unfair and partial and will distort trade and investment, 
especially taking into account that such privileges are always connected with po- 
tential subsidies to exports or favour domestic products over imports. From this 
point of view, harmful tax practices are certainly not in line with the purpose of 
National Treatment. 


1.3 Prohibited Subsidies 


1.3.1 Prohibited Subsidies in the GATT, SCM and GATS 


The Prohibited Subsidies is embodied firstly in additional provisions of Export 
Subsidies of Article XVI GATT. 


(GATT) “Article XVI, Section B — Additional Provisions on Export Subsidies 


4. [...] contracting parties shall cease to grant either directly or indirectly any form 
of subsidy on the export of any product other than a primary product which subsidy 
results in the sale of such product for export at a price lower than the comparable 
price charged for the like product to buyers in the domestic market.” 


The explicit description of Prohibited Subsidies is then given in Article 3 and 
Annex I of the Agreement on Subsidies and Countervailing Measures (SCM). 


(SCM) “Article 3 Prohibition 

3.1 [...] the following subsidies, within the meaning of Article 1, shall be prohibited: 
(a) subsidies contingent, in law or in fact, whether solely or as one of several other 
conditions, upon export performance, including those illustrated in Annex I; (b) 
subsidies contingent, whether solely or as one of several other conditions, upon the 
use of domestic over imported goods.” 


“ANNEX I Illustrative List of Export Subsidies 


(e) The full or partial exemption remission, or deferral specifically related to ex- 
ports, of direct taxes or social welfare charges paid or payable by industrial or 
commercial enterprises.” 





24 OECD, Consolidated Application Note (2004) 27. 
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But in footnote 59 of the SCM, there are some exceptions concerning direct tax. 


(SCM) “59 [...] In such circumstances the Members shall normally attempt to re- 
solve their differences using the facilities of existing bilateral tax treaties or other 
specific international mechanisms, without prejudice to the rights and obligations 
of Members under GATT 1994, including the right of consultation created in the 
preceding sentence. Paragraph (e) is not intended to limit a Member from taking 
measures to avoid the double taxation of foreign-source income earned by its en- 
terprises or the enterprises of another Member.” 


The subsidies provisions of GATS are as follows in Article XV of GATS: 
(GATS) “Article XV Subsidies 


1. Members recognize that, in certain circumstances, subsidies may have distortive 
effects on trade in services. Members shall enter into negotiations with a view to 
developing the necessary multilateral disciplines to avoid such trade-distortive ef- 


fects f...J.” 


From the above texts, it is clear that the Prohibited Subsidies of the GATT and 
the following SCM cover direct taxation. But not all subsidies are prohibited by 
the WTO. In general, only subsidies related to the export performance or the use 
of domestic goods should be considered Prohibited Subsidies under the SCM.*> It 
should also be noted that there are no prohibited subsidies in GATS. And footnote 
59 excepts measures for avoiding double taxation from prohibited subsidies and 
allows the members to use other facilities to resolve transfer pricing issues. 


1.3.2 Tax Competition Compatibility with Prohibited Subsidies 


To analyze the relation between harmful tax practices and Prohibited Subsidies, 
we should distinguish two types of tax havens: one is “production tax havens”, 
which provide special tax benefits in order to attract foreign investors to set up 
production facilities in that country; and the other is “traditional tax havens”, which 
levy no or low tax on some incomes to attract foreign investors and financial serv- 
ices providers.”° 


The production tax havens may constitute prohibited subsidies if the tax ben- 
efits are contingent upon export performance or the use of domestic over imported 
goods. If such tax regimes include the characteristics of no substantial activities 
or ring-fencing effects from domestic economy, that is to say the preferential tax 
treatments are only available to foreign transactions or foreign activities, it is easy 
to identify such regimes as prohibited subsidies contingent upon exports. But one 
may argue that since the foreign investors have set up production facilities and 
employed local resources (employees, material, etc.), it is a “real” investment in- 
stead of “harmful” practices. More difficulties are involved if such tax regimes are 


25 WTO, Understanding the WTO, 45. 

26 See Avi-Yonah, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 128. In his paper, 
Avi-Yonah distinguishes three types of tax havens: production tax havens, transitional tax 
havens and headquarters tax havens. Because of the similarities in compatibility with WTO 
rules, I do not distinguish headquarters tax havens from traditional tax havens in this paper. 
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in the form of industry policy or territory development policy without any condi 
tions set for exports. 


It is hard to say whether the traditional tax havens are prohibited subsidies, 
They are subsidies on the import of capital instead of being directly related to the 
export, or to reducing the import, of goods. And the financial services are covered 
by the GATS in which there is no provision on prohibited subsidies. That is why 
some scholars think that the traditional tax havens probably do not violate WTO 
rules and the WTO is not useful in combating the traditional tax havens.?’ 


I do not fully agree with this argument. There are still some problems concern- 
ing traditional tax havens. A further consideration lies in the purpose of Prohibited 
Subsidies principle. In the context of subsidies in general of the GATT and subsi- 
dies of GATS, the purpose of Prohibited Subsidies is to avoid harmful effects of 
trade-distorted subsidies to other contracting parties, which may cause undue dis- 
turbance of their normal commercial interests. Harmful tax practices, even in the 
form of traditional tax havens, do distort trade of goods and services and disturb 
other parties’ normal interests. Traditional tax havens are not directly subsidizing 
export or import; nevertheless, they are indirectly subsidizing export or import: 
they reduce the tax on goods and services by free-riding other countries’ public 
goods and spilling over the negative effects to the other countries. Such subsidies 
violate the purpose of WTO rules and should be considered “in fact contingent 
upon export performance or against imports” and as falling within the prohibited 
subsidies in the SCM. 


Additional discussions arise from footnote 59. Some harmful tax competition 
is presented in the name of avoiding double taxation, e.g. no tax at the company 
level to avoid economic double taxation on shareholders or no tax on foreign in- 
come to avoid international double taxation on same income and so on. As the 
United States did in the FSC dispute, one may argue that, according to the footnote 
59 and its context, such (harmful) tax practices can be justified as measures to 
avoid double taxation and a dispute based on the argument of Prohibited Subsidies 
is not the proper way to deal with such problems.** Although the panel denied the 
US arguments, the back door is not easy to close.”” 


1.3.3 The Application of Prohibited Subsidies to Deal with Harmful Tax 
Practices: the US FSC Case 


The US Foreign Sales Corporation (FSC) dispute between the United States 
and the European Community is a well-known dispute in the WTO concerning 


2? Avi-Yonah, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 128. 

28 Report of the Panel, United States ~ Tax Treatment for “Foreign Sales Corporations”, 19. 

29 Report of the Appellate Body, United States — Tax Treatment for “Foreign Sales Corpora- 
tions’. WT/DS108/AB/R, 24 February 2000, 33-35. Actually the Appellate Body simply 
denied the US arguments in a technical way because the US did not put forward this issue 
properly and did not analyze the justification of such tax practices as a measure for avoiding 


double taxation. 
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direct taxation.*° It is very interesting to look at this case to see how the WTO rules 
cover and prohibit certain harmful tax competition by applying the Prohibited Sub- 
sidies obligation. Instead of going into the whole dispute, | prefer to focus on three 
details: the FSC as a harmful tax preference, the panel description of FSCs as “con- 
tingent upon export performance” and the argument regarding an “Appropriate 
Tax Forum”?! 


First, is the FSC a harmful tax practice? The answer is yes. Firstly, the US For- 
eign Sales Corporations is identified as one of 47 preferential tax regimes of mem- 
ber states in the OECD Harmful Tax Practices Project 2000 Report.*? Secondly, 
we can also draw a similar conclusion from the Panel Report. The Panel found that 
the US FSC scheme has the following characteristics: |) foreign trade income is 
tax exempt; 2) requirements of foreign presence and that the transaction take place 
outside the United States; 3) administrative pricing rules derogate from the normal 
transfer pricing rules.** Comparing the FSC characteristics and the OECD defini- 
tion of harmful tax practices, we find that: there are no effective tax rates on the 
foreign trade income; this regime is ring-fenced and available only to the foreign 
transactions; and this regime fails to adhere to international transfer pricing prin- 
ciples. These factors are sufficient to identify the FSC scheme as a harmful tax 
practice. 


Second, how did the Panel describe the relation between the FSC and export 
performance? As analyzed above, the coverage of prohibited subsidies depends on 
how to interpret the “in fact” and “contingent upon export performance” in Article 
3 SCM. The Panel explained the “contingent upon export performance” as follows: 


“[...] the existence and amount of the subsidy depends upon the existence of income 
arising from the exportation of US goods or the provision of services relating to 
the exportation of such goods. The existence of such income, in turn, depends upon 
the exportation of US goods or, at a minimum, in the case of income from services 
related to the exportation of US goods, upon ‘anticipated exportation’ within the 
meaning of footnote 4 to Article 3.1 (a) of the SCM Agreement. ’*4 


There are three layers in the Panel’s interpretation cited above. First, the “export 
performance” includes not only the exportation of goods but also the services re- 
lated to the exportation of goods.*° Second, the existence of income depends on 
the export performance. Third, the existence of a subsidy depends on the existence 





30 WTO Dispute Settlement, DS/08: United States — Tax Treatment for “Foreign Sales Cor- 
porations” (C omplainant: European Communities), 18 November 1997. 

31 More details and up-to-date information about this dispute can be seen in the WTO website: 
http://www.wto.org/english/tratop_e/dispu_e/cases_e/ds108_e.htm. 

32. OECD, Report to the 2000 Ministerial Council Meeting — Progress in Identifving and Elim- 
inating Harmful Tax Practices (2000) 14. 

33 Report of the Panel, United States — Tax Treatment for “Foreign Sales Corporations”, WT/ 
DS108/R, 8 October 1999, 1-3. 

34 Report of the Panel, United States — Tax Treatment for “Foreign Sales Corporations”, 276. 

35. In the FSC, the services include: services which are related and subsidiary to any sale, ex- 
change or other disposition of export property or any lease or rental of export property; en- 
gineering or architectural services for construction projects; the performance of managerial 
services. 
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of such income, i.e. the subsidy is indirectly contingent upon export performance 
via the existence of income. Then, these all make the subsidy “contingent upon 
export performance”. This shows that the Panel interpreted the “contingent upon 
export performance” in a broad way and was inclined to give a broad definition to 
“Prohibited Subsidies”. It is obvious that the broader the term “Prohibited Subsi- 
dies”, the more harmful tax practices are covered and prohibited by the SCM. 


The last point is the argument of an “Appropriate Tax Forum”. The United 
States raised the argument that footnote 59 of the SCM prefers members to resolve 
certain direct tax issues in another appropriate tax forum, such as the OECD, in 
the field of transfer pricing and harmful tax competition, rather than resorting to 
the WTO dispute settlement. The panel rejects the US request by saying: 


“We note the arguments of the parties regarding whether or not ‘facilities’ exist in 
the OECD and under bilateral tax treaties appropriate for the resolution of the 
differences between the parties regarding what they characterize as ‘arm's length 
pricing’ issues. We further note the differences of view among the parties regarding 
whether the European Communities could be considered already to have attempted 
to resolve these issues in the OECD. We consider, however, that footnote 59 does 
not require a Member to resort to alternative tax fora before resorting to WTO 
dispute settlement. Accordingly, we need not decide those questions here."’*° 


In its wording, the Panel explicitly expressed its opinion concerning WTO rules 
and tax issues. In dealing with tax issues (e.g. transfer pricing, harmful tax com- 
petition) related to the rights and obligations of Members under WTO rules, the 
WTO want to play an independent and important role instead of being a looker-on 
or back fielder. 


Even though the FSC dispute can be considered as a successful case of using 
the WTO Prohibited Subsidies principle to combat harmful tax competition, it is 
a limited success. Traditional tax havens are still outside the scope of WTO Pro- 
hibited Subsidies. It took a long time (four years) for a decision to be reached. And, 
even after the decision, the successors of the FSC, firstly Extraterritorial Income 
schemes (ETI) then American Job Creation Act (AJCA), have been enacted and 
the FSC/ETI disputes have been going on in the WTO.°*’ 


2. Other WTO Rules Relevant to Counteracting Harmful Tax Practices 


2.1 Nullification or Impairment 


Nullification or Impairment is embodied in Art. XXII] GATT and in Art. 3 and 
Art. 26 of the Understanding on Rules and Procedures Governing the Settlement 


of Disputes (DSU). 


6 Report of the Panel, United States ~ Tax Treatment for “Foreign Sales Corporations”, 252. 

37 Report of the Panel, United States ~ Tax Treatment for “Foreign Sales Corporations” (Sec- 
ond recourse to Article 21.5 of the DSU by the European Communities), WT/DS108/RW2, 
30 September 2005, 4-6. 
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(GATT) “Article XXIII Nullification or Impairment 


7. If any contracting party should consider that any benefit accruing to it directly 
or indirectly under this Agreement is being nullified or impaired or that the attain- 
ment of any objective of the Agreement is being impeded as the result of 

(a) failure of another contracting party to carry out its obligations under this Agree- 
ment, or 


(b) the application by another contracting party of any measure, whether or not it 
conflicts with the provisions of this Agreement, or 


(c) the existence of any other situation, [...].” 


(DSU) “Article 3 General Provisions 


1. Members affirm their adherence to the principles for the management of disputes 
heretofore applied under Articles XXII and XXIII of GATT 1947, and the rules and 
procedures as further elaborated and modified herein.” 


“Article 26 (1) Non-Violation Complaints of the Type Described in Paragraph 1 
(b) of Article XXIII of GATT 1994 


Where the provisions of paragraph 1 (b) of Article XXIII of GATT 1994 are appli- 
cable to a covered agreement, a panel or the Appellate Body may only make rulings 
and recommendations where a party to the dispute considers that any benefit ac- 
cruing to it directly or indirectly under the relevant covered agreement is being 
nullified or impaired or the attainment of any objective of that Agreement is being 
impeded as a result of the application by a Member of any measure, whether or not 
it conflicts with the provisions of that Agreement.” 


The Nullification or Impairment, on the one hand, provides a way for the nul- 
lified or impaired parties to deal with harmful tax practices whether or not these 
tax practices conflict with the WTO rules. As mentioned in chapter II.1 above, 
harmful tax competition always brings out the erosion of other countries’ tax bases 
and the distortion of trade and investment between countries. Such practices ob- 
viously nullify and impair the right of effective collection of taxes accruing to the 
members under the WTO agreements. If the nullified or impaired party has diffi- 
culty proving that such harmful tax practices do infringe WTO rules, it has recourse 
to the model (b) or (c) in the Nullification or Impairment to combat harmful tax 
practices. 


On the other hand, the Nullification or Impairment principle also brings some 
difficulties in applying the DSU to deal with harmful tax practices because of the 
difficulty of identifying or computing the nullification or impairment caused by 
harmful tax competition. Nullification or Impairment, standing at the centre of the 
GATT dispute settlement system, defines the conditions under which violation of 
the WTO rules permit members to seek remedies and their means of so doing. The 
appropriate recommendations or rulings and the compensation given by Dispute 
Settlement are also based on the level of nullification or impairment.** Thus, in 
order to raise a dispute against tax havens before DSU, we must identify nullifi- 





38 Read, Dispute Settlement, Compensation and Retaliation Under the WTO, in Gaisford/Kerr 
(eds.) Handbook on Trade Policy (2005) Chapter 45. 
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cation or impairment caused by the harmful tax practices. But, in practice, it is very 
difficult to separate the impact of certain harmful tax activities from the impact of 
other elements and to compute the exact nullification or impairment of such harm- 
ful tax practice. These difficulties limit the number of disputes before the DSU 
against harmful tax issues. Non-transparency of harmful tax practices and lack of 
available data are always the main barriers to combating with harmful tax compe- 
tition. 


2.2 Trade Policy Review Mechanism 


The transparency principle is embodied in the notification obligation contained 
in many WTO agreements, and is further enhanced by the Trade Policy Review 
Mechanism (TPRM). 


(TPRM) “A. Objectives 


(i) The purpose of the Trade Policy Review Mechanism (‘TPRM’) is to contribute 
to improved adherence by all Members to rules, disciplines and commitments made 
under the Multilateral Trade Agreements [...] and hence to the smoother function- 
ing of the multilateral trading system, by achieving greater transparency in, and 
understanding of, the trade policies and practices of Members. Accordingly, the 
review mechanism enables the regular collective appreciation and evaluation of 
the full range of individual Members' trade policies and practices and their impact 
on the functioning of the multilateral trading system.” 


The scope of TPRM includes not only direct tax measures covered by the 
above WTO obligations, but also other kinds of direct tax measures that have 
been identified as instruments of economic policy. The harmful tax practices, 
as an instrument of economic policy, are obviously within the scope of the 
TPRM. 

As mentioned above, non-transparency is one of the key factors of harmful tax 
competition and the main barrier to combating harmful tax competition. Achieving 
greater transparency, as the purpose of the TPRM, is also the important concern 
dealing with harmful tax competition. By regularly appreciating and evaluating 
individual members’ tax policies and their impact in a full range, the TPRM will 
be very helpful for other members in identifying the harmful tax regimes and taking 
appropriate counteractions against them. From this viewpoint, the TPRM is very 
useful for combating harmful tax practices. 


3. Future: Will Harmful Tax Competition Become a Topic in the Next WTO 
Round? 
The new negotiations in the WTO, called the Doha Development Agenda 
(DDA), was launched in 2001, three years after the OECD Harmful Tax Practices 
Report was first issued. Have there been any reactions to these issues in the DDA? 


Neither the OECD countries nor the European Union raised the issue of harmful 
tax competition as a potential topic in the DDA. Compared with the failure in the 
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Cancun Round of putting the “Singapore Issues” on the DDA,*? it is wise that 
OECD and EU did not put harmful tax competition on the DDA. It seems that 
many members are cautious about adding investment-related issues to the WTO 
negotiations. It is expected that making further negotiations on taxation or tax pref- 
erence on investment will be impossible in the DDA. 


On the other hand, it is the tax havens that argued against the OECD Harmful 
Tax Practices Project under the services topic in DDA. The discussion of OECD 
defensive measures against harmful tax practices took place in the Committee on 
Trade in Financial Services. Antigua and Barbuda, Belize, the Fiji Islands, Guyana, 
Papua New Guinea, the Maldives, Solomon Islands, St Kitts and Nevis together 
introduced a proposal under the “International Regulations and Financial Services” 
of the GATS and the Annex on Financial Services, which argued the OECD Harm- 
ful Tax Practices Project makes unfair and coercive practices harmful to trade in 
financial services.*? Switzerland and Liechtenstein raised similar arguments in 
their Trade Policy Review.*! It seems that before fighting harmful tax competition, 
the WTO have to face the converse problem presented by the tax havens: may the 
WTO be tax havens’ defence against the OECD Harmful Tax Practices Project? 


IV. Conclusion 


Summing up the analysis above, it is hard to say that harmful tax practices 
conflict with WTO rules except that in cases identified as prohibited subsidies. 
That is to say, by and large, harmful tax competition is not inconsistent with WTO 
obligations. 


Such non-conflict is based on three considerations. First, countries are wary of 
giving up their sovereignty over tax matters, since these are considered as the heart 
of their national power. This reflects the WTO’s lack of authority over direct tax- 
ation issues. Even though scholars are inclined to include direct taxation into most 
WTO rules, these extensions are difficult and are based on a case-by-case approach 
instead of the change of basic rules. Second, countries want to reserve their power 
with respect to services and investment issues. These make the GATS’ high degree 
of flexibility and the TRIM mean almost nothing.*? The lack of prohibited subsi- 
dies in the GATS, the flexibility of finance services and the lack of international 
rules on foreign investments prevent the WTO from dealing with traditional tax 





39 The Singapore Issues proposed by the EU and US in 1996 included four topics: trade and 
investment, competition policy, transparency in government procurement and trade facilita- 
tion. Only trade facilitation was agreed in the process of negotiation in 2004. The other three 
were dropped from the Doha agenda. 

40 Committee on Trade in Financial Services, Report of the Meeting Held on 6 October 2003, 
S/FIN/M/42, 12 November 2003. 

41 Trade Policy Review Body, Trade Policy Review: Switzerland and Liechtenstein, WT/TPR/ 
M/141/Add.1, 16 February 2005. 

42 Brooks/ Xiaoqinfan /Sumulong, Foreign Direct Investment: Trends, TRIMs, and WTO Ne- 
gotiations, 20 Asian Development Review (2003) 1 (33). 
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havens. Third, countries have different opinions about (harmful) tax competition. 
Some countries do not think there is any harm to international trade and investment. 

But this does not mean that the harmful tax competition can be justified by the 
WTO. Harmful tax competition does violate the purpose of the WTO: fair compe- 
tition and development and economic reform. And there is some room for dealing 
with harmful tax competition in WTO rules, such as prohibited subsidies, nullifi- 
cation and the TPRM. In the field of combating harmful tax competition, the WTO 
is still on the candidate’s list. 
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The Status/Competence of the European Union within the WTO 





I. Introduction 


It is one of the fundamental principles of international law that every State en- 
joys (international) legal personality. This enables it to become a member of any 
international organization. The membership of States in international organizations 
is one of the most striking expressions of their sovereignty. Therefore, newly es- 
tablished States are often eager to join a large number of international organizations 
in order to gain full international recognition of their sovereignty.'! Corresponding- 
ly, they are very sensitive when it comes to limitations of States’ foreign relation 
powers, as these powers are still to be considered the hard core of the outmoded 
concept of national sovereignty.” 


When looking at the European Union in this context, it is important to bear in 
mind that the Union itself does not have such a legal personality.* Only the Com- 
munities have legal personality and capacity under international law.* Although 
Art. 281 EC merely states that the Community has legal personality and does not 
refer to any specific attribution of capacity? in international law, such a capacity 
has been expressly confirmed by the ECJ.° Nevertheless, a clear distinction has to 
be made between the capacity of the Community to conclude an international 
agreement and the competence of the Community to do so.’ Despite the fact that 
the ECJ stated quite early in Opinion 1/76 that the powers conferred on the Com- 
munity by the Treaty include the power, within the scope of the Community’s com- 
petence, to participate in the establishment of international organizations and to be 
a member of such organizations,* the question of allocation of competence between 
the Community and its Member States concerning external matters is and has never 
been that clear cut. 


However, although in principle the Community has the capacity to join inter- 
national organizations, the Member States are extremely reluctant to promote the 
Community’s entry or to cede their place in international organizations to the Com- 
munity. The reason for this reluctance of Member States is that their political in- 
fluence on the international scene would be reduced and their loss of individual 
sovereignty would be obvious.” Consequently, as the example of the WTO shows, 
the Member States allow the Community to join but not to replace them. Therefore, 
it was not a surprise that despite the Commission’s claim of exclusive Community 





| Sack, The European Community’s membership of international organizations, CMLR 1995, 
1227 (1232). 

2 Hilf, The ECJ’s Opinion 1/94 on the WTO — No Surprise, but Wise?, EJIL 1995, 245. 

3 Kapteyn/Verloren van Themaat, /ntroduction to the Law of the European Communities 
(1998) 1254; Benedek, Die Europdische Union im Streitbeilegungsverfahren der WTO 
2005) 25. 

i ahs pon Law and Institutions of the European Union (2001) 74; Eeckhout, External 

Relations of the European Union (2004) 154 et seq. 

Such as Art. 6 ECSC. 

ECJ 31 March 1971, 22/70 Commission v Council (AETR) [1971] ECR 263, para. 13/14. 

Hilpold, Die EU im GATT/WTO-System (2000) 74. 

ECJ 26 April 1977, Opinion 1/76 [1977] ECR 741, para. 5. 
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competence for the whole WTO Agreement, the Member States argued quite vig- 
orously for retention of real competence in the WTO.!° 


As a result of these diverging opinions several questions arise concerning the 
allocation of competence between the Community and its Member States to con- 
clude international agreements, especially the WTO Agreement and subsequent 
agreements in this area. Who is competent for the single agreements in the WTO 
context? Which problems arise from shared competence, or mixed agreements? Is 
there a chance to extend the exclusive Community competence regarding common 
a policy to future agreements falling within the scope of GATS and 

IPS? 


Il. Allocation of Competence between the Community and its 
Member States 


1. Overview 


The system of allocation of competences between the Community and its Mem- 
ber States is based on the principle that the Community acquires competence by 
the conferring of powers upon it.'' This principle, according to the ECJ,'? must be 
respected in both the internal actions and the international actions of the Commu- 
nity. As the Member States have permanently transferred some of their powers to 
the Community, their sovereignty has been limited correspondingly.'* However, 
unless powers have been conferred, it is assumed that the Member States remain 
still competent. 


Because of this allocation-of-competence system, two things should be 
stressed. First, due to the respective competences of the Community and the Mem- 
ber States to conclude international agreements, there have been many disputes 
concerning whether the Community had the competence to conclude international 
agreements in a certain area. Given an affirmative answer, the question remained 
whether the Member States were allowed to continue to participate in international 
agreements together with the Community on the basis of shared competence and 
how this shared competence should be exercised.'* Second, the ECJ’s role regard- 
ing these competence conflicts is crucial. In order to structure the rather compli- 
cated allocation of competence system, the ECJ seems to distinguish between the 
source of competence and the nature of competence.'* The former concerns the 
question whether the Community competence is express or implied, the latter 
whether the competence is exclusive or shared. 


10 Sack, CMLR 1995, 1233. 

1! Art. 5 EC — principle of conferral. 

12 ECJ 28 March 1996, Opinion 2/94 [1996] ECR I-1759, paras, 23-24. 

13 ECJ 15 July 1964, 6/64 Costa vs ENEL (1964) ECR 1281. 

if O'Keeffe, Exclusive, Concurrent and Shared Competence, in Dashwood/Hillion (eds.) The 
General Law of E.C. External Relations (2000) 179. 

IS ECJ 19 March 1993, Opinion 2/9] [1993] ECR I-1061, para. 7 et seq. 
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2. Source of Community Competence — Express or Implied 


In general, the source of Community competence is the constitutive Treaty that 
lays down the aims and objectives of the Community and the procedures to be 
followed.'® As already mentioned in the introduction to this paper, the ECJ based 
the capacity of the Community to enter into binding agreements with other subjects 
of international law on Art. 281 EC. However, whether the Community has the 
competence to enter into an agreement in a particular case depends on whether a 
Treaty provision expressly!’ or impliedly provides the power to do so.'* 


2.1 Express External Community Competence — Art. 133 EC (Art. 113 EC 
Treaty) 


One of the most significant express treaty-making powers relates to commercial 
agreements under Art. 133 EC.!? As Art. 133 EC does not contain a definition of 
commercial policy, the scope of this article has been much disputed.” Art. 133 (2) 
EC broadly defines the scope of the objectives that may be pursued by the notion 
of “implementing the common commercial policy”, to be interpreted in the light 
of Art. 133 (1) EC. The article furthermore leaves no doubt that the Community 
is being authorised to take both unilateral internal measures (Art. 133 (2) and (4) 
EC) and to negotiate and conclude international agreements (Art. 133 (3) EC).?! 
It seems almost likely that the term “common commercial policy” has to be un- 
derstood in a quite broad and comprehensive way. This opinion was underlined by 
the ECJ, when stating that the Community has wide powers to negotiate and con- 
clude agreements with respect to common commercial policy.*? However, as the 
examination of the WTO Opinion 1/94 in section III will demonstrate, the inter- 
pretation of Art. 133 EC and especially the term “common commercial policy” has 
its limits — at least according to the Court. 


16 O’Keeffe, in Dashwood/Hillion (eds.) The General Law of E.C. External Relations, 180. 

17 See e.g. Arts. 111, 133, 302-304, 310 EC. 

18 Kapteyn/Verloren van Themaat, Introduction to the Law of the European Communities, 
1257: Emiliou, The Allocation of Competence between the EC and its Member States in the 
Sphere of External Relations, in Emiliou/O’Keeffe (eds.) The European Union and World 
Trade Law — After the GATT Uruguay Round (1996) 31; O’Keeffe, in Dashwood/Hillion 
(eds.) The General Law of E.C. External Relations, 181. 

19 It would be beyond the scope of this paper to examine all the existing express competence 
provisions regarding external relations of the Community; for further information in this 
context see Dashwood, The Attribution of External Relations Competence, in Dashwood/ 
Hillion (eds.) The General Law of E.C. External Relations, 115; Emiliou, in Emiliou/O’Ke- 
effe (eds.) The European Union and World Trade Law — After the GATT Uruguay Round, 31. 

20 Emiliou, in Emiliou/O’Keeffe (eds.) The European Union and World Trade Law — After the 
GATT Uruguay Round, 31 et seq. 

21 Dashwood, in Dashwood/Hillion (eds.) The General Law of E.C. External Relations, 119 et 
seq. 

om ECI 11 November 1975, Opinion 1/75 [1975] ECR 1355, 1362 et seq. 
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2.2 Implied External Community Competence 


The competence of the Community to enter into international agreements may 
also be derived impliedly from the provisions of the Treaty or may result from the 
actions performed by Community institutions in the context of the provisions con- 
cerned.*) Or to put into the words of the ECJ, when determining in an individual 
case the Community competence to enter into international agreements, “regard 
must be had to the whole scheme of the Treaty no less than to its substantive pro- 
visions. Such authority arises not only from an express conferment by the Treaty 


[...] but may equally flow from other provisions of the Treaty and from measures 


adopted, within the framework of those provisions, by the Community institu- 
tions.”4 


Therefore, whenever Community law has created for Community institutions 
powers within its legal system for the purpose of attaining a specific objective, the 
Community has the authority to enter into the international commitments necessary 
for the attainment of that objective, even in the absence of an express provision in 
that connection.*> These impliedly derived powers are exclusive, inasmuch as, 
when the Community has adopted provisions laying down common rules, Member 
States may no longer assume international obligations that might affect those rules 
or alter their scope.*° 


3. Nature of Community Competence — Exclusive or Shared 


After having affirmed the existence of Community competence, the nature of 
competence has to be scrutinized. On the one hand, an exclusive Community com- 
petence emerges from the complete transfer of competence by the Member 
States,?’ with the result that there is no residual continuing concurrent Member 
State competence left.** On the other hand, shared competence results from the 
situation where the Community and the Member States are authorised to act. Ac- 
2 Kapteyn/Verloren van Themaat, Introduction to the Law of the European Communities, 

1257. 

24 ECJ 31 March 1971, 22/70 Commission v Council (AETR) [1971] ECR 263, para. 15/19. 

25 ECJ 26 April 1977, Opinion 1/76 [1977] ECR 741, para. 3. 

26 ECJ31 March 1971, 22/70 Commission v Council (AETR) [1971] ECR 263, para. 22; In the 
AETR judgment, the ECJ established four important principles (inter alia, the principle of 
implied powers) delineating the scope of the Community’s treaty-making power. These prin- 
ciples, especially the principle of implied powers, were further elaborated and expanded in 
subsequent judgments, but it is beyond the scope of this paper to deal with them in detail — 
see Dashwood, in Dashwood/Hillion (eds.) The General Law of E.C. External Relations, 
127 et seq.; Neuwahl, The WTO Opinion and Implied External Powers of the Community 
~ A Hidden Agenda, in Dashwood/Hillion (eds.) The General Law of E.C. External Rela- 
tions, 139. 

27 BCJ 31 March 1971, 22/70 Commission v Council (AETR) (1971] ECR 263, para. 15/19; 
ECJ 11 November 1975, Opinion 1/75 [1975] ECR 1364. 

28 ECJ 11 November 1975, Opinion 1/75 [1975] ECR 1364. 
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cordingly, the Community shares the competence in such an area with the Member 
States, including the conclusion of international agreements.”? 


3.1 Exclusive Community Competence -Common Commercial Policy 
(Art. 133 EC) 


As a result of explicit decisions of the ECJ,*° there is no doubt left that the 
Community has exclusive external competence in the area of common commercial 
policy. The reason for this exclusive Community competence is that the common 
commercial policy was conceived in the context of the operation of the common 
market, for the defence of the common interests of the Community within which 
the different interests of the Member States must endeavour to adapt to each other. 
Because of these common interests, the Member States were no longer free to act 
contrastingly in order to secure their own interests.*! As the Arts. 133 (3) EC and 
Art. 113 EC Treaty (in connection with Art. 114 EC Treaty)** on the conclusion 
of international agreements clearly show that the exercise of concurrent compe- 
tences by the Member States and the Community was impossible, the Community 
competence had to be an exclusive one.*> 


The crucial question therefore is not whether the Community competence in 
the field of common commercial policy is an exclusive one, but the extent of the 
common commercial policy. Ifa particular topic is deemed to fall within the scope 
of the common commercial policy, the result will be exclusive Community com- 
petence. In the opposite case, where an issue falls outside that scope, then the com- 
petence may be shared with the Member States.** Exactly this question was one 
of the main issues dealt with in Opinion 1/94. 


3.2 Shared Competence 


It is not compulsory that the Community competence is exclusive. According 
to some Treaty provisions (e.g. Art. 111 (5), Art. 174 (4), Art. 181 EC) and, more 
generally as long as no internal transfer of powers has occurred or a concurrent 
competence has not been exercised by the Community, the Member States remain 
competent. Therefore, Member States may enter in these cases into international 
commitments, subject to their obligations under Community law.*° In exercising 
their parallel/shared competence, the Member States may affect the Community’s 





29 O’Keeffe. in Dashwood/Hillion (eds.) The General Law of E.C. External Relations, 181. 

30 ECJ 11 November 1975, Opinion 1/75 [1975] ECR 1355; ECJ 15 November 1994, Opinion 
1/94 [1994] ECR I-5267. 

31 ECJ 31 March 1971, 22/70 Commission v Council (AETR) [1971] ECR 263, para. 20/22. 

32. Art. 114 EC Treaty was repealed by the Treaty of Amsterdam. 

33. ECJ 11 November 1975, Opinion 1/75 [1975] ECR 1364; further Matsushita/Schoenbaum/ 
Mavroidis. The World Trade Organization — Law, Practice, and Policy (2002) 103 et seq. 

34 O’Keeffe, in Dashwood/Hillion (eds.) The General Law of E.C. External Relations, 182. 

35 Kapteyn/Verloren van Themaat, Introduction to the Law of the European Communities, 
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rules or alter their scope.”® It is also possible that the exercise of the shared com- 
petence by the Member States might hinder the Community’s use at a later stage 
of the internal competence and the external competence derived there from.” How- 
ever, there are also opposite cases that, where shared competence is prescribed as 
e.g. in Art. 111 (5) and in Art. 181 EC, the adoption of common rules internally 
will create, according to the principles laid down in the AETR judgment** exclusive 
competence externally as regards the relevant fields.*? 


Although the Member States are in favour of shared competence and the ECJ 
ensured in its case law that the existing balance between the Community and its 
Member States is maintained, shared competence is nevertheless the subject of 
particular concern to the Community’s international partners. Although the ECJ 
stated in Opinion 1/78*° that “the exact nature of the division of powers is a do- 
mestic question in which third parties have no need to intervene”, it conceded just 
a year later that “when a question of powers is to be determined it is clearly in the 
interest of all the States concerned, including any non member countries, for such 
a question to be clarified as soon as any particular negotiations are commenced.™! 
Consequently, it is not surprising that the ECJ delivered Opinion 1/94 in (judicial) 
record speed, since from the request for an opinion by the Commission until the 
delivery of Opinion 1/94 only 7 months passed.*? Furthermore, the effect of shared 
competence will be dealt with in more detail in section IV. 


4. Status of the European Community in the WTO — Example of Shared 
Competence 


“Original Membership” 


“]. The contracting parties to GATT 1947 as of the date of entry into force of this 
Agreement, and the European Communities, which accept this Agreement and the 
Multilateral Trade Agreements and for which Schedules of Concessions and Com- 
mitments are annexed to GATT 1994 and for which schedules of Specific Commit- 
ments are annexed to GATS shall become original Members of the WTO.""4? 


With this provision, the European Communities became a full member of the 
WTO and the debate about the legal status of the Community in the GATT 1947 
became redundant. Within the legal framework of the GATT 1947, which had nei- 
ther international legal personality nor members, the question of membership of 
the Community never arose. The original contracting parties, which administered 


6 O'Keeffe, in Dashwood/Hillion (eds.) The General Law of E.C. External Relations, 192 et 
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40 ECJ 14 November 1978, Ruling 1/78 [1978] ECR 2151 para. 35. 

41 ECJ 4 October 1979, Opinion 1/78 [1979] ECR 2871, para. 35. 

42 Feckhout, External Relations of the European Union, 26. 

43 Art. XI of the Agreement Establishing the World Trade Organization. 
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the GATT, were governments, and the Community never became a contracting 
party.*4 As a consequence of the establishment of the EEC as a Customs Union, 
the Community became responsible*> for the rights and obligations conferred by 
the GATT and was de facto entitled to participate in sessions of the contracting 
parties and committees for matters with EEC competence.*® Over the decades 
scholars have tried to give an answer to the question of which legal status the Com- 
munity has within the GATT. The opinions ranged from a “de facto —- member- 
ship’*’ to a “membership sui generis”, meaning that the Community had more 
than an observer status but less than a full membership within the GATT. 


This replacement of the Member States by the Community came to be recog- 
nized both within the EU*? and within the GATT. The pragmatic acceptance by the 
other GATT contracting parties of the Community as a single entity replacing its 
Member States had been realized without amending the GATT. The main argument 
was that the GATT should not be amended solely for the purposes of formally 
substituting the Community for its Member States.°° The creation of the WTO and 
the review of the GATT offered the opportunity for such a substitution, but the 
Community missed it. It was the Community itself that insisted on an original 
membership of its Member States, in order to demonstrate to the other contracting 
parties that, despite all competence conflicts within the EU, all its obligations 
would be fulfilled by the Community and its Member States.°! 


As a consequence of the separate membership of the Community and its Mem- 
ber States under Art. XI of the Agreement Establishing the World Trade Organi- 
zation, two things had to be clarified. First, at the “WTO level”, Art. IX of the 
Agreement Establishing the WTO specified that where the European Communities 
exercise the Member States’ right to vote, they will have a number of votes equal 
to the number of their Member States that are members of the WTO. Additionally, 
a note? to Art. [X stresses that the number of votes of the European Communities 
44 Denza, The Community as a Member of International Organizations, in Emiliou/O’Keeffe 

(eds.) The European Union and World Trade Law — After the GATT Uruguay Round, 3 (13). 
45 See ECJ 12 December 1972, 21—24/72 International Fruit Company [1972] ECR 1219, 

where the ECJ held that the Community is bound by the provisions of the GATT, “in so far 

as under the EEC Treaty the Community has assumed the powers previously exercised by 
the Member States in the area governed by the GATT”. 

46 Denza. in Emiliou/O’Keeffe (eds.) The European Union and World Trade Law — After the 
GATT Uruguay Round, 13. 

47 Petersmann, Participation of the European Communities in the GATT: International Law 
and Community Law Aspects, in O’Keeffe/Schermers (eds.) Mixed Agreements (1983) 152, 
167 et seq. 

48 Petersmann, Die EWG als GATT-Mitglied — Rechtskonflikte zwischen GATT-Recht und 
Europaischem Gemeinschaftsrecht, in Hilf/Petersmann (eds.) GATT und Europaische Ge- 
meinschaft (1986) 119 (128). 

49 BC] 16 March 1983, 267—269/ 81, Amministrazione delle finanze dello Stato vs SPI and 
SAMI [1983] ECR 801 para. 17. 

50 Bourgeois, The EC in the WTO and Advisory Opinion 1/94: an Echternach Procession, 
CMLR 1995, 763 (764). 

5! Benedek, Die Europdische Union im Streitbeilegungsverfahren der WTO, 46. 
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and their Member States may in no case exceed the number of the Member States 
of the European Communities. 


Second, at the Community level, the question of competence to conclude the 
Agreement arose. It was questionable whether the Commission, based on the EC’s 
exclusive competence under Art. 133 EC or on its implied external competence, 
was entitled to conclude the Agreement alone or whether the Member States were 
also entitled to sign it. Consequently, the Commission submitted a request for an 
opinion to the ECJ. 


Ill. WTO Opinion 1/94 


1. Overview 


The ECJ held in several decisions that its opinion may be requested, under 
Art. 300 (6) EC (Art. 228 (6) EC Treaty), in particular on questions concerning the 
division between the Community and the Member States of competence to con- 
clude a given agreement with non-member countries.**> The Commission wanted 
to know whether it had the exclusive competence, based on Art. 133 EC (Art. 113 
EC Treaty), to enter into all agreements, including GATS and TRIPS, or alterna- 
tively whether the GATS and the TRIPS agreements could be entered into under 
other EC Treaty provisions under the doctrine of implied powers (especially the 
AETR doctrine™ or Opinion 1/76°). 


2. Trade in Goods (GATT) 


The ECJ held that Art. 133 EC (Art. 113 EC Treaty) covers agreements which 
relate to all goods including agricultural products” or those covered under the 
ECSC Treaty, EURATOM Treaty.*’ Therefore, with regard to the General Agree- 
ment on Tariffs and Trade (GATT), the ECJ followed the opinion of the Commis- 
sion that the GATT is covered by the commercial policy competence. In this re- 
spect, the ECJ affirmed the use of a broad concept of “trade”, in line with interna- 
tional developments in trade policy. Furthermore, the ECJ seemed to rely primarily 
on the trade objectives of the various agreements and considered that their effect 
on internal legislation (at Member State and Community level) as well as the need 
for implementation through internal legislation did not hinder a conclusion based 
on Art. 133 EC.S* However, the ECJ did not agree with the Commission’s opinion 
with respect to the GATS and TRIPS. 





53 ECJ 11 November 1975, Opinion 1/75 [1975] ECR 1360; ECJ 4 October 1979, Opinion 1/78 
[1979] ECR 2871, para. 30; ECJ 19 March 1993, Opinion 2/91 [1993] ECR 1-1061, para. 3. 

$4 ECJ 31 March 1971, 22/70 Commission vs Council (AETR) {1971} ECR 263. 

8S ECJ 26 April 1977, Opinion 1/76 [1977] ECR 741. 

56 ECJ 15 November 1994, Opinion 1/94 [1994] ECR I-5267, para. 29. 

57 ECJ 15 November 1994, Opinion 1/94 [1994] ECR 1-5267, para. 34; see also Hilf, EJIL 
1995, 251. 

58 Eeckhout, External Relations of the European Union, 27 et seq. 
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3. Trade in Services (GATS) 


3.1 Art. 133 EC (Art. 113 EC Treaty) 


Because in many developed countries the service sector has become the dom- 
inant factor in the economy and the global economy has been undergoing funda- 
mental structural changes, the ECJ held that it followed from the open nature of 
the common commercial policy that trade in services cannot immediately be ex- 
cluded from the scope of Art. 133 EC (Art. 113 EC Treaty).°? In a next step the 
ECJ examined whether the definition of trade in services given in GATS" fits in 
the overall scheme of the EC Treaty. It came to the conclusion that only cross- 
frontier supplies, where the service is rendered by a supplier established in one 
country to a consumer residing in another, fall within the concept of common com- 
mercial policy. According to the ECJ, the reason for this was that in this case neither 
the supplier nor the consumer moved to the country of the other person and there- 
fore this situation is not unlike trade in goods, which is unquestionably covered by 
the common commercial policy.°! 


In contrast to “cross-boarder supply”, the ECJ did not consider that the other 
three modes of supply, namely “consumption abroad”, “commercial presence” 
and “movement of persons’®? are covered by the common commercial policy. 
In principle, the ECJ justified this view by holding that the existence in the treaty 
of specific chapters on the free movement of natural and legal persons showed 
that those matters did not fall within the common commercial policy.® In quite 
the same reasoning the ECJ arrived at the same result for services in transport, 
namely that these kinds of services are excluded from Art. 133 EC (Art. 113 EC 
Treaty).°* 


3.2 The Community’s Implied External Competence 


As the ECJ did not follow the Commission’s interpretation of Art. 133 EC 
(Art. 113 EC Treaty), it had to examine whether the Community had exclusive 
competence with respect to external matters deriving implicitly either from com- 
petences in the Treaty, or from existing secondary legislation, i.e. from common 
internal rules like those stated in the AETR judgment or from Art. 94 EC (Art. 100 
EC Treaty), Art. 95 EC (Art. 100a EC Treaty) or Art. 308 EC (Art. 235 EC Trea- 
ty).° Additionally, the Commission put forward both internal and external reasons 





59 ECJ 15 November 1994, Opinion 1/94 [1994] ECR I-5267, paras. 40, 41. 

60 Art. [:2 of the General Agreement on Trade in Services. 

61 ECJ 15 November 1994, Opinion 1/94 [1994] ECR I-5267, para. 44. 

62 Art. 1:2 of the General Agreement on Trade in Services; ECJ 15 November 1994, Opinion 
1/94 [1994] ECR I-5267, para. 43. 

63 ECJ 15 November 1994, Opinion 1/94 [1994] ECR I-5267, paras. 45-47. 

64 ECJ 15 November 1994, Opinion 1/94 [1994] ECR I-5267, paras. 48 et seq.; see also 
Benedek, Die Europdische Union im Streitbeilegungsverfahren der WTO, 48; Bourgeois, 
CMLR 1995, 770 et seq. 
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to justify participation by the Community alone in the conclusion of GATS and 
TRIPS. First, at the internal level, the Commission stated that without such a par- 
ticipation, the coherence of the external market would be impaired. Second, at the 
external level, the Community cannot allow itself to remain inactive on the inter- 
national stage, as the need for the conclusion of the WTO agreement, reflecting a 
global approach to international trade (including goods, services and intellectual 
property) is not in dispute. 

In this context, where no external powers are explicitly conferred on the Com- 
munity, the ECJ had to discuss and finally distinguish its prior case law in AETR 
and in Opinion 1/76.°’ The ECJ chose a rather narrow interpretation and under- 
standing of its prior judgments which finally leaves it to the Member States them- 
selves to ensure the coherence of external and internal action.®* In the ECJ’s opin- 
ion, exclusive external competences do not automatically flow from Treaty pow- 
ers. These only open up powers for secondary legislation at the internal level — for 
example, from Art. 94 EC (Art. 100 EC Treaty) or Art. 308 EC (Art. 235 EC Trea- 
ty).°? An implied external competence of the Community can only be recognized 
when the internal legislation has provided for common rules in the sense of com- 
plete harmonization. In these circumstances an exclusive external Community 
competence is necessary in order to avoid such common rules being affected if the 
Member States retained their individual freedom to negotiate with non-member 
countries.” Additionally, only in cases where envisaged internal legislation may 
not be put effectively implemented unless at the same time rules are set up with 
reference to the treatment of nationals of non-member countries in the Community, 
external implied powers may still arise without complete harmonization. To put it 
differently, the Community has to demonstrate that the exercise of given internal 
powers is inextricably linked to the exercise of implied external powers at the same 
time.” 

In following these principles, the ECJ concluded that in the sphere of services 
attainment of freedom of establishment and freedom to provide services for na- 
tionals of Member States is not inextricably linked to the treatment to be afforded 
in the Community to nationals of non-member countries or in non-member coun- 
tries to nationals of Member States of the Community.” Therefore, the Community 
does not have exclusive competence derived implicitly from the GATS. 





66 ECJ 15 November 1994, Opinion 1/94 [1994] ECR 1-5267, para. 83. 
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4. Intellectual Property (TRIPS) 


4.1 Art. 133 EC (Art. 113 EC Treaty) 


According to the Commission, TRIPS falls within the scope of Art. 133 EC 
(Art. 113 EC Treaty) as the rules concerning intellectual property rights are closely 
linked to the trade in products and services to which they apply. The ECJ did not 
follow this “broad” approach and distinguished, as it did in the case of services, 
between rules of the TRIPS Agreement concerning measures to be applied at bor- 
der crossing points and rules concerning other measures. As to the former, the ECJ 
refers to Regulation 3842/8675 and states that this regulation was rightly based on 
Art. 133 EC (Art. 113 EC Treaty), as it relates to measures that have to be taken 
by the customs authorities at the external frontiers of the Community.” 


Measures other than those mentioned above are not covered by Art. 133 EC 
(Art. 113 EC Treaty), although the ECJ concedes that there is a connection between 
intellectual property and trade of goods. Notwithstanding this connection, intel- 
lectual property rights do not relate specifically to international trade, as they affect 
internal trade just as much, if not even more, than international trade.” 


In a further step, the ECJ refers to the EC Treaty scheme relating to internal EC 
legislation, holding that the Community is competent in the field of intellectual 
property to harmonize national laws under Art. 94 EC (Art. 100 EC Treaty), 
Art. 95 EC (Art. 100a EC Treaty) or Art. 308 EC (Art. 235 EC Treaty) as the basis 
for creating new rights superimposed on national rights.’° The crucial point in this 
respect is that those measures are subject to voting rules (such as unanimity — 
Art. 94 EC and Art. 308 EC — or rules of procedure (consultation of the European 
Parliament in the case of Art. 94 EC and Art. 308 EC) or the joint-decision making 
procedure — Art. 95 EC) which differ from those applicable under Art. 133 EC 
(Art. 113 EC Treaty). The “constraints” incorporated in the provisions quoted may 
not be circumvented by Art. 133 EC (Art. 113 EC Treaty). This would enable the 
Community to enter into agreements with non-member countries to harmonize the 
protection of intellectual property, and, at the same time, to achieve harmonization 
at Community level.”’ 


Finally, the ECJ rejected the precedents cited by the Commission, holding that 
the taking of commercial policy measures based on Art. 133 EC (Art. 113 EC Trea- 
ty) to protect intellectual property rights does not have the consequence that the 
Community has exclusive competence under Art. 133 EC (Art. 133 EC Treaty) to 
conclude an agreement with non-member countries to harmonize the protection of 





73 Regulation (EEC) No. 3842/86 of 1 December 1986 laying down measures to prohibit the 
release for free circulation of counterfeit goods. 

74 BCJ 15 November 1994, Opinion 1/94 [1994] ECR I-5267, para. 55. 

75. BCJ 15 November 1994, Opinion 1/94 [1994] ECR I-5267, para. 57. 

76 Ags the Community did in Regulation (EC) No. 40/94 of 20 December 1993 on the Commu- 
nity trade mark. 

77 BCJ 15 November 1994, Opinion 1/94 [1994] ECR I-5267, paras. 59 et seq.; Hilf, EJIL 1995, 
253; Bourgeois, CMLR 1995, 771 et seq. 
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intellectual property world-wide.’* Neither does the inclusion of clauses relatin 
to the protection of intellectual property rights in certain international agreements 
(which are based on Art. 133 EC (Art. 113 EC Treaty)) lead to an exclusive com- 
petence of the Community to conclude the TRIPS.*° 


The Court came to the conclusion that, apart from those of its provisions con- 
cerning the prohibition of the release into free circulation of counterfeit goods, 
TRIPS does not fall within the scope of common commercial policy. 


4.2 The Community’s Implied External Competence 


The ECJ rejected the Commission's opinion that it has implied external powers 
in the field of TRIPS that would lead to an exclusive Community competence, with — 
quite the same arguments it used for GATS. Therefore, the Court dismissed the 
Commission's argument based on Opinion //76,5' holding that unification or har- 
monization of intellectual property rights in the Community context does not nec- 
essarily have to be accompanied by agreements with non-member countries in or- 
der to be effective.‘ Furthermore, with the exception of Community rules on the 
release for free circulation of counterfeit goods,** the ECJ could not find any evi- 
dence of full harmonization in the area of TRIPS, as the Community legislation in 
the field of trade marks is only partial and in other fields, such as patents or indus- 
trial design, no Community legislation has been adopted or been envisaged so far.™4 
Therefore, the ECJ concluded that the Community and its Member States are joint- 
ly competent to conclude the TRIPS. 


However, it is worth mentioning that the ECJ at least conceded that the Com- 
munity is certainly competent to harmonize national rules on those matters, in so 
far as, in the words of Art. 94 EC (Art. 100 EC Treaty), they “directly affect the 
establishing or functioning of the Common market”. With this statement the ECJ 
seems to go along with the “characteristics” of the entire Opinion 1/94: strength- 
ening the Community’s core competences and being quite reluctant to recognize 
additional competences for the Community if this is not met with support by the 
Member States.*° 


78 ECJ 15 November 1994, Opinion 1/94 [1994] ECR 1-5267, para. 65. 

”” E.g. the Agreement between the European Economic Community and the People’s Republic 
of China on trade in textile products, initialled on 9 December 1988. 

80 ECJ 15 November 1994, Opinion 1/94 [1994] ECR 1-5267, para. 68; Bourgeois, CMLR 
1995, 772 et seq. 

81 ECJ 26 April 1977, Opinion 1/76 [1977] ECR 741. 

82 ECJ 15 November 1994, Opinion 1/94 [1994] ECR 1-5267, para. 100. 

83 ECJ 15 November 1994, Opinion 1/94 [1994] ECR I-5267, para. 104 — see also Regulation 
(EEC) No. 3842/86 of | December 1986 laying down measures to prohibit the release for 
free circulation of counterfeit goods. 

84 ECJ 15 November 1994, Opinion 1/94 [1994] ECR 1-5267, para. 103. 

85 Hilf, EJIL 1995, 254 et seq. 
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5. Results 


To sum up, the ECJ ruled on 15 November 1994: 


1. The Community has exclusive competence, pursuant to Art. 133 EC 
(Art. 113 EC Treaty), to conclude the General Agreement on Tariffs and 
Trade (GATT). 


2. The Community and its Member States are jointly competent to conclude 
GATS. 


3. The Community and its Member States are jointly competent to conclude 
TRIPS. 


Although the result that the WTO Agreement on the European side could only 
be concluded as a mixed agreement was hardly a surprise,*® the criticism in the 
literature was tremendous.*”’ However, what remains is shared competence of the 
Community and its Member States with respect to GATS and TRIPS ~ a result that 
leads to a number of questions and problems for the conclusion of international 
agreements in these areas. 


IV. Competence for Future Agreements 


1. Mixed Agreements 


That international agreements are concluded by the Community and its Member 
States acting jointly is rather the rule than the exception, or, to put it in other words 
“mixity is a hallmark of the Community’s external relations’”’.** The legal justifi- 
cation for a mixed agreement, as the example WTO explicitly shows, is that part 
of the agreements do not fall within the Community competence (in the present 
case, TRIPS and GATS) and therefore a joint action with the Member States com- 
plementing the insufficient Community competence is necessary. 


1.1 Main Problems of Mixed Agreements 


The division of competences between the Community and Member States with 
respect to GATS and TRIPS is still not clear enough to avoid endless discussions 
in the future, due to the fact that the ECJ used or was even forced to use imprecise 


86 In the delicate post-Maastricht climate a decision against all the Member States could have 
hardly been expected — see Benedek, Die Europdische Union im Streitbeilegungsverfahren 
der WTO, 50; Hilf, EJIL 1995, 256. 

87 See especially Pescatore, Opinion 1/94 on “Conclusion” of the WTO Agreement: is there 
an Escape from a Programmed Disaster?, CMLR 1999, 387; Hilf, EJIL 1995, 245; Hilpold, 
Die EU im GATT/WTO-System, 117 et seq.; Kuijper, The Conclusion and Implementation 
of the Uruguay Round Results by the European Community, EJIL 1995, 222; Bourgeois, 
CMLR 1995, 776 et seq.; Benedek, Die Europdische Union im Streitbeilegungsverfahren 
der WTO, 50. 

88 Eeckhout, External Relations of the European Union, 190; Kapteyn/Verloren van Themaat, 
Introduction to the Law of the European Communities, 1263. 
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notions like “full harmonization” or “inextricable linked” in order to classify the 
various issues.*’ This quite unclear demarcation line used for the allocation of com- 
petences may not only lead to problems and conflicts within the Community, but 
may also affect the WTO framework. The Community and its Member States will 
probably be urged whenever GATS or TRIPS issues are discussed to explain to the 
other contracting parties who is taking position on what, negotiating about what 
and entering into further commitments about what.” Moreover, shared compe- 
tences may allow the other contracting parties to play a Member State off against 
other Member States or the Community. To put it more generally, other WTO Mem- 
bers will have a field day in exploiting the situation.”! They may even seek the 
connivance of a Member State by conceding particular advantages to it.”” 


Not only may the other contracting parties try to profit from the shared com- 
petence, but also the Member States itself. An individual Member State may put 
pressure on the Community during the phase of internal consultation, as it may 
advance its capacity as a sovereign WTO Member to force the application of the 
unanimity rule and consequently hinder the deliberation process.?? Another alter- 
native would be that a Member State uses its capacity as WTO Member to oppose 
the position of the Community.” 


Finally, problems arising from the shared competence may involve cross-retal- 
jation measures established by the Dispute Settlement Understanding.?> Where a 
Member State is authorized within its sphere of competence to take cross-retalia- 
tion measures and realizes that they would be ineffective if taken in the fields cov- 
ered by TRIPS or GATS, it would not be empowered to retaliate in the field of 
GATT since this area is covered by the exclusive Community competence pursuant 
to Art. 133 EC. In the opposite situation, where the Community is entitled to re- 
taliate in the sector of goods but found itself incapable of exercising that right, it 
would be unable to retaliate in the areas which fall within the scope of GATS and 
TRIPS, as being (at least partly) competences of the Member States.”° The solution 
for this situation and also for the issues addressed above concerning mixed agree- 
ments may be achieved by following the overarching principle governing mixity, 
namely the duty of cooperation.?’ 


Hilf, EJIL 1995, 257; Bourgeois, CMLR 1995, 786. 

” Bourgeois, CMLR 1995, 786. 

%! Benedek, Die Europdische Union im Streitbeilegungsverfahren der WTO, 50 et seq.; Bour- 
geois, CMLR 1995, 786; Pescatore, CMLR 1999, 389 et seq. An attempt at splitting the Com- 
munity from its Member States is to be found in the Panel Report of 5 February 1998 on 
EC-Customs Classification of certain Computer Equipment (WT/DS62/67/68R). 

%2 Pescatore, CMLR 1999, 389 et seq. 

%  Kenzler/da Fonseca-Wollheim, Die Reichweite der gemeinsamen Handelspolitik nach dem 
Vertrag von Amsterdam ~ eine Debatte ohne Ende, 33 EuR 1998, 223; Pescatore, CMLR 
1999, 389. 

% Pescatore, CMLR 1999, 389; Kenzler/da Fonseca-Wollheim, 33 EuR 1998, 223 et seq. 

9S Art. 22 Understanding on Rules and Procedures governing the Settlement of Disputes. 

% ECJ 15 November 1994, Opinion 1/94 [1994] ECR I-5267, para. 109; Benedek, Die Eu- 
ropdische Union im Streitbeilegungsverfahren der WTO, 50 et seq. 

97 Eeckhout, External Relations of the European Union, 190. 
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1.2 Duty of Cooperation 


Although the ECJ realized that the Commission’s concern about weakening the 
Community’s unity of action vis-a-vis the rest of the world is quite legitimate when 
competences are shared in the field of GATS and TRIPS, it further held that this 
concern cannot modify the answer to the question of competence, being a prior 
issue. According to the ECJ, Community and Member States have to ensure close 
cooperation in the process of negotiation, conclusion and in the fulfilment of any 
commitment within the WTO.”* The obligation to cooperate flows, according to 
the ECJ, from the requirement of unity in the international representations of the 
Community.”? 


The EC) is rather brief as to the legal basis of the duty of cooperation, referring 
only to its prior case law without mentioning explicitly the principle of loyalty!” 
or the principle of coherence, being a fundamental principle relevant to all activities 
under the umbrella of the European Union.!°! However, it is also possible that the 
requirements of unity and the principle of loyalty have to be understood as being 
immanent to the duty of cooperation principle. Generally, it seems that by insisting 
on unity, loyalty and cooperation the ECJ wants to express a particular concept of 
mixed external action, a concept that does not have the aim of simply recognising 
mixed competences with the possible effect of independent action by the Commu- 
nity and its Member States, but rather one where competences are truly shared, 
necessitating a common approach to maintaining unity.!"" 


Despite the ECJ’s approach, the question remains how Member States should 
be required to fulfill their obligations resulting from the duty of cooperation. The 
ECJ’s holdings concerning the duty of cooperation are rather imprecise, mention- 
ing neither any (internal) procedure to fix a common position in areas that fall 
within shared competence nor rules determining the presentation of the common 
position with respect to other countries.'°* For this reason, the Community insti- 
tutions attempted to negotiate a “Code of Conduct” that would contain provisions 
for the exercise of shared competences in the field of the WTO. These attempts 
already started before the enforcement of the WTO Agreement, and after the pub- 
lication of Opinion 1/94 most of the Member States saw no need to continue, as 
they were afraid that their position would probably be restricted by this “Code of 





98 ECJ 15 November 1994, Opinion 1/94 [1994] ECR I-5267, paras. 107 et seq. 

99 ECJ 14 November 1978, Ruling 1/78 [1978] ECR 2151, paras. 34-36; ECJ 19 March 1993, 

Opinion 2/91 [1993] ECR I-1061, para. 36. 

Art. 10 EC provides that the Member States must take all appropriate measures to ensure 

fulfilment of obligations arising out of the Treaty or resulting from action taken by the Com- 

munity institutions; they must facilitate the achievement of the Community’s tasks; and they 

must abstain from any measure which could jeopardize the attainment of the objectives of 

the Treaty. 

101 Hilf, EJIL 1995, 256; see also Arts. 1 and 3 EU. 

102 Beckhout, External Relations of the European Union, 215. 

103 Benedek, Die Europdische Union im Streitheilegungsverfahren der WTO, 50 et seq.; Kuijper, 
EJIL 1995, 243 et seq.: Bourgeois, CMLR 1995, 786; Eeckhout, External Relations of the 
European Union, 48 et seq. 
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Conduct”.'* However, since all the Member States are aware of the importance 
of the Community's bargaining power, it is perhaps likely that none of them is 
interested in eroding this power by refusing the required cooperation. '® But nev- 
ertheless, this is no guarantee for cooperation under all circumstances. 


2. Attempts to Broaden the Scope of Art. 133 EC 


Despite this general approach of recognizing the importance of cooperation, 
which is by no means legally binding, the Commission has made strenuous at- | 
tempts to modify Art. 133 EC so as to extend the scope of common commercial 
policy to all WTO matters. All the difficulties described above resulting from 
shared competence could be avoided if a modified Art. 133 EC were to serve as a 
legal basis for exclusive Community competence with respect to all agreements 
within the WTO framework. The ECJ resisted extending the scope of Art. 133 EC 
by dispensation of justice, perhaps because it wanted to leave this decision to the 
Member States by means of an amendment to the constitutive Treaty.!°° 


2.1 Art. 133 EC after the Treaties of Amsterdam and Nice 


The Treaty of Amsterdam added a fifth paragraph to Art. 133 EC, according to 
which: 


“The Council, acting unanimously on a proposal from the Commission and after 
consulting the European Parliament, may extend the application of paragraphs 1- 
4 to international agreements and agreements on services and intellectual property 
insofar as they are not covered by these paragraphs.” 


From a constitutional perspective, this provision provided for a (theoretical) ex- 
tension of Community competence without any need for approval by the Member 
States as such, since Member States transferred the competence to distribute com- 
petence!”’ in this area to the Council of Ministers.'°* This was the only remarkable 
point of this amendment, since with respect to the allocation of competence nothing 
has changed. The competences concerning GATS and TRIPS are still shared between 
the Community and its Member States and, as a result of the unanimity requirement 
incorporated in the new paragraph 5, it was never applied.'” 


0 Benedek, Die Europdische Union im Streitheilegungsverfahren der WTO, 50. 

0S Hilf, EJIL 1995, 256. 

1° Eeckhout, External Relations of the European Union, 48; Benedek, Die Europdische Union 
im Streithbeilegungsverfahren der WTO, 5\ et seq. 

107 “Kompetenz-Kompetenz”. 

108 Eeckhout, External Relations of the European Union, 49. 

10° For further details concerning the amendment of Art. 133 EC by the Amsterdam Treaty, see 
Hahn, in Callies/Ruffert (eds.) Kommentar zum EUV und EGV (1999) Art. 133, 28 et seq.; 
Kenzler/da Fonseca-Wollheim, 33 EuR 1998, 223; Eeckhout, External Relations of the Eu- 
ropean Union, 49; Benedek, Die Europdische Union im Streitbeilegungsverfahren der WTO, 
51 et seq.; Dashwood, External Relations Provisions of the Amsterdam Treaty, CMLR 1998, 
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During the negotiations for the amendment of the Treaty of Amsterdam by the 
Treaty of Nice a general willingness to extend the scope of Art. 133 EC to all WTO 
matters was recognisable, but in the end, especially due to the reservations of some 
Member States on transferring competences and decision-making procedures for 
certain subjects, a fiendishly complex new Art. 133 EC with three additional par- 
agraphs was introduced.!!° It would go far beyond the scope of this paper to analyse 
the amendments of Art. 133 EC in detail,!!! but it is worth examining whether the 
complexity of the “new” Art. 133 EC leads to much modification of the existing 
Community competences. Of special interest in this respect are services, since the 
current GATS is no more than a framework for liberalization of trade in services 
and much activity can be expected in this area within the next years. 


The result is astonishing: Assuming that the WTO continues to operate through 
broadly-based negotiations rounds with general coverage, the effect for the Com- 
munity will be that in spite of a new Art. 133 EC, the allocation of competences 
is the same as it was before. The Community and its Member States still have to 
act jointly.''? Due to the complexity of the new provisions it is likely that it will 
be impossible to find some form of consensus on their application and interpreta- 
tion, once again resulting in the conclusion of a mixed agreement.!!? 


2.2 Art. 133 EC under the Draft Constitution 


Before examining the planned amendments of Art. 133 EC in the draft Consti- 
tution, it is worth stressing that the draft Constitution introduces a new language 
on the nature of the Union’s competences. Art. I-12 (1)!'* provides that, where the 
Constitution confers on the Union exclusive competence in a specific area, only 
the Union may legislate and adopt legally binding acts. The Member States should 
then only be able to do so themselves if they are empowered by the Union or for 
the implementation of acts adopted by the Union. By confirming the Court’s case 
law, the draft Constitution explicitly provides that the Union has exclusive com- 
petence in the area of the common commercial policy.!!° 


110 Eeckhout, External Relations of the European Union, 50 et seq. 

11! Tp detail see Griller, Europarechtliche Grundfragen der Mitgliedschaft in der WTO, in Fi- 
scher/Kéck (eds.) Europarecht im Zeitalter der Globalisierung (2004) 53 (72 et seq.); Her- 
mann, Vom misslungenen Versuch der Neufassung der gemeinsamen Handelspolitik durch 
den Vertrag von Nizza, EuZW 2001,269; Griller, Die gemeinsame Handelspolitik nach Nizza 
— Ansiitze eines neuen AuBenwirtschaftsrechts?, in Griller/Hummer (eds.) Die EU nach Niz- 
za (2002) 86; Eeckhout, External Relations of the European Union, 50 et seq.; Hermann, 
Common Commercial Policy after Nice: Sisyphus Would Have Done a Better Job, CMLR 
2002, 7. 

2 Krenzler/Pitschas, Progress or Stagnation? The Common Commercial Policy after Nice, 
EFARev 2001, 291 (311). 
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Art. III-315 (1) draft Constitution!'® amends Art. 133 EC, and its first para- 
graph''’ provides: 

“I. The common commercial policy shall be based on uniform principles, partic- 
ularly with regard to changes in tariff rates, the conclusion of tariff and trade agree- 
ments relating to trade in goods and services and the commercial aspects of intel- 
lectual property, foreign direct investment [...]. The common commercial policy 
shall be conducted in the context of principles and objectives of the Union’ external 
action. 

Compared to the version of Art. 133 EC in the Treaty of Nice, the proposed 
Art. III-315 draft Constitution is a model of clarity, expanding the scope of the 
Union’s exclusive competence.''* By referring to “trade in goods and services and 
the commercial aspects of intellectual property” it is obvious that this formulation 
intends to reflect the remit of the WTO. The extension of the common commercial 
policy as provided in Art. III-315 draft Constitution would simplify the current 
legal situation considerably: almost!!* all current WTO matters would come within 
the scope of the common commercial policy.'2° There remains only one catch: the 
Constitution has to enter into force. 


V. Conclusion and Outlook 


Opinion 1/94 has to be regarded as a missed opportunity. At a time when prac- 
tically all States recognized that, due to fundamental changes in the nature and 
structure of international relations, it was necessary to establish the WTO, the Com- 
munity took a step in exactly the opposite direction. On the one hand, the WTO 
merged into a coherent whole, with all rules relating to goods, services and certain 
aspects of intellectual property, and, on the other hand, the ECJ decided that these 
matters do not fall “as a coherent whole” within the common commercial policy 
pursuant to Art. 133 EC. Even though this result may be understandable if the po- 
litical circumstances of this time (“delicate post Maastricht climate”) are taken into 
account, its consequences are serious. 


Over decades, the Community built up a very strong position within the GATT 
1947 by progressively taking trade policy from its Member States and replacing 
them on the international scene. Instead of confirming this strong position by be- 
coming an original Member of the WTO, the Community made a step back. Joint 


16 Art. III-315 (1) draft Constitution — http://europa.eu.int/constitution/en/ptoc4 eu.htm#al 5, 
| May 2006. 

'!? For further details, see Cremona, The Draft Constitutional Treaty: External Relations and 
External Action, CMLR 2003, 1347; Griller, in Fischer/Kéck (eds.) Europarecht im Zeitalter 
der Globalisierung, 86 et seq.; Eeckhout, External Relations of the European Union, 53 et 
seq. 

8 Beckhout, External Relations of the European Union, 53 et seq. 

19 Some restrictions may result from Art. III-315 (6) draft Constitution (CIG 87/04) and exist 
for international agreements concerning traffic — see Griller, in Fischer/Kéck (eds.) Eu- 
roparecht im Zeitalter der Globalisierung, 89 et seq.; Cremona, CMLR 2003, 1363 et seq. 

120 Griller, in Fischer/Kéck (eds.) Europarecht im Zeitalter der Globalisierung, 87 et seq.; Eeck- 
hout, External Relations of the European Union, 55. 
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competence concerning GATS and TRIPS may indeed turn into reality the Com- 
mission’s concern of jeopardizing the Community’s unity vis-a-vis the rest of the 
world and of weakening its negotiation powers. A Member State could have an 
eye to its own interests and, therefore, based on its own capacity as a sovereign 
WTO signatory, seek to collude with another contracting party, receiving particular 
advantages there from. Moreover, third states may be tempted to drive a wedge 
between Member States or between Member States and the Community, threaten- 
ing its unity. All these problems could have been avoided by deciding for an ex- 
clusive Community competence for all WTO matters. The remaining question is 


>? 12] 


whether there is “an escape from a programmed disaster”. 


The Treaties of Amsterdam and Nice showed that the Member States are ex- 
tremely reluctant to transfer the competences conceded in Opinion 1/94 to the 
Community. The draft Constitution would probably bring together all competences 
concerning almost all WTO matters in the hands of the Community — but it is still 
just a draft and it is not predictable when or even if it will enter into force at all. 
Consequently, it would be up to the ECJ again to “correct” its mistake. The Court 
has already recognized that the common commercial policy is of an evolutionary 
nature, so perhaps the Court will reallocate the competences in favour of the Com- 
munity, resulting in a common commercial policy covering all WTO matters! 





121 See Pescatore, CMLR 1999, 387. 
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I. Overview 


Generally speaking, a tax law is more or less focused on the raising of govern- 
ment revenue and concerns mainly domestic law. On the other hand, the main aim 
of trade law under WTO law (or the free movement of goods under EC law) 
is to reduce barriers to international trade. Although these two types of law focus 
on different goals, there is obvious interaction between them,! since tax policy may 
prevent free trade among countries by applying certain tax measures on import or 
export. 


Therefore, one of the main purposes of WTO and EC law is to create a level 
playing field for domestically produced goods and imported goods. In other words, 
they both promote free movement of goods or free trade. But this goal can be 
hindered by single states applying different measures: firstly, by custom duties or 
charges having an equivalent effect; secondly, by quotas or measures having an 
equivalent effect, thirdly by state aids and last but not least by discriminatory 
taxation. Therefore, both EU and GATT law apply various prohibitions and re- 
strictions for these measures. They also apply different rules and clauses, the most 
important of which appear to be non-discrimination clauses. Such clauses are in- 
cluded in EC law as well as in GATT law but are defined slightly differently. Under 
EC law the non-discrimination clause covers only a national treatment provision,” 
whereas under GATT law the non-discrimination clause consists of two parts: 
most-favoured-nation treatment? and national treatment.+ However, the national 
treatment provision is more significant for the free movement of goods and tax 
purposes, since it prevents Member States from discriminating between imported 
and domestic products by adopting fiscal and non-fiscal regulations. 





' For more details, see Li, Relationship between International Trade Law and National Tax 

Policy: Case study of China, BIFD 2005, 77 (77). 

Art. 12 EC: “Within the scope of application of this Treaty, and without prejudice to any 

special provisions contained therein, any discrimination on grounds of nationality shall be 

prohibited.” For more details, see Treaty establishing the European Community (consoli- 
dated text), Official Journal C 325 (2002), http://europa.eu.int/eur-lex/lex/en/treaties/in- 

dex.htm, 30 October 2005. 

3 MEN clause means treating other people equally (MEN is included in Art. I GATT. Art. II 
GATS and in Art. 1V TRIPS). Under the WTO Agreements, countries may not generally 
discriminate between their trading partners. If they grant to someone a special favour, then 
they have to do the same for all other WTO members, although some exceptions are allowed. 
For more details, see Understanding the WTO (2003) 10, http://www.wto.org/english/ 
thewto_e/ whatis_e/tif_e/ understanding _e.doc, 15 November 2005. 

4 NT clause means treating foreigners and locals equally (NT is included in Art. III GATT, 
Art. XVII GATS and in Art. III TRIPS). NT is a non-discrimination obligation, but imposed 
at national level. The NT obligation requires the treatment of imported goods (after they 
enter the country and clear customs) to be no worse treated than domestically produced 
goods, especially with regard to internal taxes and regulations. NT applies only once the 
product, service or item of intellectually property has entered the market. For more details. 
see Understanding the WTO (2003) 11, http://www.wto.org/english/thewto_e/ whatis_e/ 
tif e/ understanding e.doc, 15 November 2005. 
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The aim of my analysis is to primarily focus on the provisions that prohibi 
applying discriminatory taxation of goods in EC and WTO law. The main 
phasis will be on Art. 90 EC and Art. IIl:2 GATT. The first part will present 
link between the free movement of goods and taxation under EU law. The second 
part will include the national treatment of the GATT and its influence on taxation, 
In the third part a comparison of these two provisions will be made. The comparison — 
will be based on different perspectives among which the most interesting seems _ 
to be treaty interpretation. In that part it will be discussed whether there could be 
any differences in the interpretation of the two articles, as a consequence of dif- | 
ferent treaty purposes, which could lead to different outcomes. 4 


Il. The Free Movement of Goods and Prohibition of Discrimi- 
natory Taxes in EC Law 


[t is important to note that the tax policy of each Member States under EC law 
is still within the competence of each State. Thus, Member States are free to have 
their own tax systems, but they may not apply a tax system that would discriminate 
against foreign products.> Namely, the EC Treaty contains provisions on free 
movement of goods® and discriminatory taxation. Arts. 23 to 25 EC deal with the 
free movement of goods and therefore prohibit different measures on the border, 
which could have an influence on trade between Member States. On the other hand, 
Art. 90 EC prohibits measures that provide for discriminatory taxation, when for- 
eign goods are already in the territory of the Member States.’ Therefore, the EC 
Treaty only prohibits Member States from, first, distinguishing between domestic 
and foreign similar products and, second, from introducing protectionist taxation 
for domestic products that compete with different foreign products. 


1. Determination of Discriminatory Taxation under EC Law 


Under EC law, there are four articles that are applicable in this respect: Art. 90 
EC, whose purpose is to prevent a heavier taxation on imported than domestic 
products. Art. 91 EC, which ensures that where products are exported to a Member 
State any repayment of internal taxes may not exceed the internal taxes imposed 


whether directly or indirectly. Art. 92 EC complements the previously mentioned — 


5 Bedraé, Diskriminatorni nacionalni davki na enotnem trgu EU, Evro Pravna Praksa 2003, 
http://www. iussoftware.si/BAZE/LITE/B/E 160/2003/LITE77756094TT 2085357681 .htm, 
10 December 2005. 

6 The term “goods”: is not defined in the EC Treaty as such, but it was determined by case 
law. In addition, the term “goods” is used interchangeably with the term “products”. For 
more details, see Kent, Law of the European Union (2001) 120. 

7 Art. 90 and Art. 91 EC assume the application of the ‘destination principle’ within common 
market trade whereby goods exported from a Member State are not subject to internal tax- 
ation but are only subject to internal taxation of the country of their destination. For more 
details. see Lasok, Law and Institutions of the European Union (2001) 481. 
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articles, by prohibiting any repayment of tax by the exporting Member State and 
the imposition of any countervailing charge by the importing Member State. 
Art. 93 EC is a specific provision for harmonisation in the tax area.8 However, for 
the purposes of this analysis the main focus will be on Art. 90 EC. 


As was already mentioned, the purpose of Art. 90 EC? is to prevent the objec- 
tives of Arts. 23 to 25 EC (free movement of goods) from being undermined by 
discriminatory internal taxation.!° In other words, we can say that this article was 
introduced to close any loopholes which internal taxation might cause in the pro- 
hibition on customs duties and charges having equivalent effect.!! Moreover, it 
guarantees the neutrality of internal taxation concerning competition between do- 
mestic and imported products. !2 


It has to be mentioned that Art. 90 EC does not provide that Member States 
must adopt a certain tax regime of international taxation. It only requires that the 
tax systems may not be discriminatory against similar imported products.'3 Thus, 
Member States are free to choose an internal tax system, which they consider 
the most suitable for their products, but if advantages are offered to domestic prod- 
ucts then they have to also be extended to imported products.!4 Therefore, a tax 
System can be considered compatible with Art. 90 EC when it excludes any pos- 
sibility of imported products being taxed! more heavily than domestic products 
and does not provide for any discriminatory effect.!6 


However, Art. 90 EC does not prevent Member States from imposing taxation 
on imports if there is no domestic production of similar products, but such tax 
must not hinder those imports.'? On the other hand, Art. 90 EC does not give pro- 
tection for reverse discrimination,'® which means that treating foreign products 
more favourably than domestic ones is not prohibited. In other words, it does not 
prohibit the imposition on national products of internal taxation in excess of that on 
imported products. Thus, domestic products may not claim equality with imports.!° 


8 Treaty establishing the European Community (consolidated text), Official Journal C 325 
(2002), http://europa.eu.int/eur-lex/lex/en/treaties/index.htm, 30 October 2005. 

9 Effective since | January 1962. See in Craig, EU law (2003) 592. 

10 ECJ 27 February 1980, 169/78 Commission v Italy [1980] para. 4. 

1 Arnull et al., European Union Law (2000) 296. 

!2 ECJ 27 February 1980, 168/78 Commission v France [1980] para. 5; ECJ 3 July 1985, 243/ 
83 John Walker v Ministeriet [1986] para. 20. 

'3 Kapteyn/ Verloren van Themaat, /ntroduction to the Law of the European Communities 
(1998) 603. 

14 Arnull et al., European Union Law, 297. 

'S Art. 90 EC does not cover only taxes in the technical sense, such as consumption taxes, but 
also parafiscal charges, monopoly levies, inspection fees, surcharges on general loading or 
landing duties, sealing and stamp duties, weights and measures fees and environmental lev- 
ies. For more details, see Kapteyn/Verloren van Themaat, /ntroduction to the Law of the 
European Communities, 603. 

16 Arnull et al., European Union Law, 297. 

(7 ECJ 17 February 1976, 45/75 Hauptzollamt [1976] para. 13. 

18 Evans, European Union Law (1998) 458. 

19 Arnull et al., European Union Law, 303. 
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However, Art. 90 EC covers and prohibits discriminatory taxation of products i 
tended for export to other Member States.?° 


2. Direct and Indirect Discrimination 


Under EC law, both direct and indirect discrimination are prohibited.*! Di 
discrimination” is the obvious distinction between domestic and foreign prod 
ucts. This was demonstrated also e.g. in the Liitticke>> case, where the Liitticke 
company imported powdered milk from Luxemburg to Germany and German 
imposed a special tax on this imported powdered milk. The ECJ decided that Ger- 
many applied direct discrimination, which is prohibited under EC law. 


On the other hand, when indirect discrimination** occurs, there is actually no 
distinction between domestic and foreign products. This discrimination is less ob- 
vious and sometimes quite difficult to prove, since the distinction 1s made on other 
factors than directly on the product but it only affects imported products. An ex- 
ample of indirect discrimination can be found in the Humblot*> case, in which 
France imposed an annual car tax. The amount of the tax levied was based on the 
power rating of the car; if the car had more than 16 CV of power, the tax increased 
significantly. In France there was no production of cars that had more than 16 CV 
of power, so in the end the higher charge was borne only by importers. 


Moreover, it has to be mentioned that the EC Treaty does not require simply 
abolishing direct and indirect discriminatory taxation, but even more it prohibits 
restrictions whether they are discriminatory or not as long as they violate the basis 
of a common market (free trade or movement of goods).”° 


3. Distinction between “Similar” Products and “Other” Products 


As was already mentioned, the main focus will be on Art. 90 EC. This article 
consists of two paragraphs. The first paragraph?’ prohibits internal taxation im- 
posed on the foreign products in excess of that imposed directly or indirectly on 


20 ECJ 29 June 1978,142/77 Statens Kontrol v Preben Larsen [1978] para. 24. 

2! Terra/Wattel, European Tax Law (2005) 38. 

2 Grile, Pravo Evropske Unije (2001) 420. 

23) ECJ 16 June 1966, C-57/65 Firma Alfons Liitticke GmbH v Hauptzllamt Saaerlouis {1966}, 
other examples of direct discrimination can be found also in e.g. ECJ 8 January 1980, C-21/ 
79 Commission v Italy (1980); ECJ 22 June 1976, C-127/75 Bobie Getrankevertrieb GmbH 
v Hauptzollamt Aachen-Nord {1976}; ECJ 10 October 1978, 148/77 H. Hansen jun. & 0: 
Balle GmbH & Co. v Hauptzollamt de Flensburg {1978} etc. 

4 Craig, EU law, 594. 

25 BCJ 9 May 1985, C-112/84 Humblot v Directeur des Services Fiscaux [1980], for another 
case dealing with indirect discrimination compare in ECJ 17 September 1987, C- 433/85 
Jacques Feldain v Directeur des services fiscaux du département du Haut-Rhin [1987] ete. 

26 Grilce, Pravo Evropske Unije, 421 et seq. 

7 “Ny Member State shall impose, directly or indirectly, on the products of other Member 
States any internal taxation of any kind in excess of that imposed directly or indirectly on 
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similar domestic products. The second paragraph’ prohibits internal tax rules 
which afford indirect protection to domestic products that are in competition with 
or are substitutable for foreign products. 


Art. 90 (1) EC can be regarded as /ex specialis to its second paragraph.’? It 
deals with tax discrimination between similar products. The determination of the 
term similarity developed through case law. Most of the cases involved alcohol 
products, such as e.g. in the John Walker*® case, where the ECJ applied the test of 
similarity, which took into account the objective characteristics of the product 
(content and method of manufacture) and consumer perceptions of the product. 
In other words, products are considered to be similar, if they have similar char- 
acteristics that might meet the same needs from the point of view of consum- 
ers.*' Moreover, the correct criterion is not the strictly identical nature of the prod- 
ucts but also the similar and comparable use.*2 In the later case law it was also 
stated that similarity exists when the products are for tax, tariff and statistical pur- 
poses classified in the same range in the Common Customs Tariff.33 However, the 
Court pointed out several times in its case law that the “tariff classification” test 
is not always a good indicator and therefore it has also to be considered in a wider 
economic view.*4 


The relation between the first and the second paragraph can be demonstrat- 
ed in the Commission v Italy*> case, where Italy imposed a consumption tax on 
bananas, while other fruit was not taxed. At that time in Italy no production of 
bananas existed, so the taxation actually affected only imports. The ECJ considered 
that bananas and other fruit were not similar for the purpose of Art. 90 (1) BC, 
because bananas do not have the same e.g. water content and nutritional value as 
other fruit; therefore, it was decided that they were products in competition and 
that a further examination should be made under Art. 90 (2) EC. 


Art. 90 (2) EC is more general than its first paragraph. It deals with products 
in competition or substitutable products that are not similarly taxed and there- 





similar domestic products.” For more details, see Treaty establishing the European Com- 
munity (consolidated text), Official Journal C 325 (2002), http://europa.eu.int/eur-lex/lex/ 
en/treaties/index.htm, 30 October 2005. 

28 “Furthermore, no Member State shall impose on the products of other Member States any 
internal taxation of such a nature as to afford indirect protection to other products.” For 
more details, see Treaty establishing the European Community (consolidated text), Official 
Journal C 325 (2002), http://europa.eu.int/eur-lex/lex/en/treaties/index.htm, 30 October 
2005. 

29 Some scholars call this “formal discrimination” (1° paragraph) and “material discrimina- 
tion” (24 paragraph). For more details, see Evans, A Text Book in European Union Law, 455 
et seq. 

y BCI July 1985, C-243/83 John Walker v Ministeriet [1986] para. 11. 

3! ECJ 17 February 1976, C-45/75 Hauptzollamt [1976] para. 12. 

32 ECJ 27 February 1980, C-168/78 Commission v France [1980] para. 5. 

33. ECJ 17 February 1976, C-45/75 Hauptzollamt [1976] para. 12. 

34 ECJ 27 February 1980, C-169/78 Commission v Italy [1980] para. 31; ECJ 4 March 1986. 
C-106/84 Commission v Denmark [1986] para. 17. 

35 ECJ 7 May 1987, C-184/ 85 Commission v Italy [1987] para. 11. 
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fore provide protection to domestic products. It is designed to catch national tax 
provisions that apply unequal tax rules to goods that are not strictly similar, but 
which can notwithstanding this be in competition with each other.*° In other words, 
the object is to prevent an indirect protection to the domestic products. The second 
paragraph covers all forms of indirect tax protection in the case of products 
that are in competition, even partial, indirect or potential, with certain products — ) 
of the importing Member State.*” | 


It is important to mention that under Art. 90 (2) a tax on imported products . , 
needs not be identical** with the tax imposed on a domestic product with which | 
it is in competition, as it would have to be under Art. 90 (1) EC.*? For example, in — 
the Commission v Belgium* case, where wine and beer were considered products _ 
in competition and Belgium imposed VAT on imported wine at 25 per cent and on 
beer (which was mainly a domestic product) at 19 per cent, the Court stated that 
this constituted an insignificant impact on the difference in the price between these 
two products and, therefore, there was no violation. 


For the purposes of the second paragraph, the product substitutability test, 
which is usually a degree of cross-elasticity between two products, is frequently 
used. If this degree is low, then only a big difference in tax burdens will have a 
protective nature.*! 


4. Conditions under Which Member States May Treat Foreign Goods 
Differently 


Under EC law, the discrimination of imported products can be justified if it is 
based on objective criteria. In other words, differentiation is compatible with EC 
law if it follows economic policy objectives, which are compatible with the re- 
quirements of the Treaty and its secondary law.*? These objective criteria can be 
based, for example, on economic, social or environment policy goals. Like in 
the Commission v Greece*® case, where taxation was based on the power of motor 
cars, but higher taxation effected only imported motor cars, Greece argued that 
larger-capacity cars generated more pollution and finally the argument was accept- 
ed.*4 The same line was followed, in the Commission v France* case in which 
%© Craig, EU law, 603. 

37 ECJ 27 February 1980, C-169/78 Commission v Italy [1980] para. 6; ECJ 7 May 1987, C- 
184/ 85 Commission v Italy [1987] para. 11; ECJ 3 July 1985, C-243/83 John Walker v Min- 
isteriet [1986] para. 19, etc. 

38 CJ 27 February 1980, C-169/78 Commission v Italy [1980] para. 7. 

3° However, statistics show that a tax system that is apparently neutral in fact burdens imports 
to greater extent than domestic products. For more details, see in Arnull et al., European 
Union Law, 305 et seq. 

40 ECJ 9 July 1987, C-356/85 Commission v Belgium [1987]. 

4! Craig, EU law, 605. 

42 Grilc, Pravo Evropske Unije, 424. 

43 ECJ 5 April 1990, C-132/88 Commission v Greece [1990]. 

44 Evans, European Union Law, 456. 

45 ECJ 7 April 1987, C-196/85 Commission v France {1987}. 


440 


Free Movement of Goods and Prohibition of Discriminatory Taxation 





France imposed a lower tax on sweet wines produced in a traditional manner than 
liqueur wines. Since sweet wines made in a natural manner were produced in dry 
areas that were less than optimal for the production of wine, France provided fiscal 
incentives for production in these areas. It was ruled by the ECJ that this was an 
objective criterion. Another example of an objective criterion can be seen in the 
Chemial Farmaceutici SpA v DAF SpA case about environmental considerations, 
where synthetic ethyl alcohol was taxed higher than ethyl alcohol obtained from 
fermentation. But although there was only little production of the product in Italy 
and the tax rule therefore hit more importers than domestic producers, the ECJ 
nevertheless accepted this objective criterion.*° So from the above-mentioned cas- 
es we can see that the argumentation of the defendants is very important, when 
they are accused applying discriminatory taxation. If they find convincing argu- 
ments which qualify as objective criteria, then it is quite likely that the discrimi- 
natory taxation will not be prohibited by the ECJ. Therefore, one could also say 
that the taxation e.g. in the Humblot case (see above section 2) would also not 
constitute an infringement of Art. 90 EC, if France were to defend itself by saying, 
for example, that progressive rates were applied to encourage the use of less harm- 
ful environmental vehicles, since this could qualify as an objective criterion. 


III. The Influence of the National Treatment Provisions of the 
GATT on Taxation 


Under WTO law, the non-discrimination clause includes most-favoured-nation 
treatment (MFN) and national treatment (NT).4”7 The main purpose of these two 
clauses is to provide free trade between the member countries.48 For tax purposes 
the most importance has to be given to the NT provision, which states that imported 
goods must be treated in the same way or no less favourably than domestic like 
products so as to ensure that discriminatory internal taxes are not used as substitutes 
for tariffs.*” In other words, the purpose of this clause is to prevent domestic tax 
and regulatory policies from being used as protectionist measures and to nullify 
the benefits of tariff concessions.*° The NT is effective only when the product, 
service or item of intellectual property has entered the market.5! The main focus 





#6 ECJ 14 January 1981, C-140/79 Chemial Farmaceutici SpA v DAF SpA [1981]. 

47 NT is a non-discrimination obligation, but imposed at the national level. For more details, 
see Macrory (ed.) The World Trade Organisation: Legal, Economic and Political Analysis 
(2005) 115. 

48 Understanding the WTO (2003) 12, http://www.wto.org/english/thewto_e/whatis_e/tif_e/ 
understanding e.doc, 15 November 2005. 

* Daly, The WTO and Direct Taxation (2005) 4, http://statec.gouvernement.lu/html fr/bibli- 
ographie/Periodiques/WTO_DISCUSSION%20PAPERS. html, 1 December 2005. 

59 Zarrilli, Domestic Taxation of Energy Products and Multilateral Trade Rules: Is This a Case 
of Unlawful Discrimination?, 37 (2) Journal of World Trade (2003) 359(370). 

>! Understanding the WTO (2003) 11, http://www.wto.org/english/thewto_e/whatis_e/tif_e/ 
understanding e.doc, 15 November 2005. 
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in the following chapters will be on Art. II] GATT, which is one of the most i 
portant’* provisions of the GATT in the WTO disputes settlement mechanism. 


1. Determination of Discriminatory Taxation under the GATT 


Like EC law, WTO law also does not prohibit taxes as such, but only discrim- 
inatory taxation. The GATT contains Art. II] GATT, whose fundamental pu 
is to avoid protectionism in the application of internal tax** and regulatory meas- 
ures.>4 It is designed to protect not only current trade but also to create the predict- 
ability needed to plan future trade.*> Therefore, even if a given regulation does not 
at the moment discriminate against imports in its application, it still violates the 
national treatment obligation if it has the risk of discrimination in the future. 





Under the GATT, discriminatory taxation is prohibited by paragraphs | and 
especially 2 of Art. II] GATT. Art. III:1 GATT* expresses the common under- 
standing that tax legislation and other burdens should not be applied in a way that 
protects locally produced goods from foreign competition. It is treated as a general 
clause, like a “catch-up clause”.*’: ** Regarding discriminatory taxation the most 
important article is Art. [11:2 GATT,*’ and therefore the main focus in this analysis 
*2 Schén, World Trade Organisation Law and Tax law, B/FD 2004, 283 (288). 

‘$ Especially indirect taxes; however, the GATT as such does not provide any definition of 
indirect taxes, but a definition is given in the SCM Agreement: “... the term “indirect taxes” 
shall mean sales, excise, turnover, value added, franchise, stamp, transfer, inventory and 
equipment taxes, border taxes and all other taxes other than direct taxes and import charg- 
es...” See WTO, Agreement on Subsidies and Countervailing Measures (SCM) Annex I, 
footnote 58. 

4 Japan — Alcoholic Beverages, AB Report WT/DS8/AB/R, WT/DS10/AB/R, WT/DS11/AB/ 
R, adopted on 4 October 1996, p. 16. 

5S Macrory (ed.) The World Trade Organisation: Legal, Economic and Political Analysis, 117. 

%6 “The contracting parties recognize that internal taxes and other internal charges, and laws, 
regulations and requirements affecting the internal sale, offering for sale, purchase, trans- 
portation, distribution or use of products, and internal quantitative regulations requiring 
the mixture, processing or use of products in specified amounts or proportions, should not 
be applied to imported or domestic products so as to afford protection to domestic produc- 
tion.” For more details, see Interpretation of Article II] GATT (1994), http://www.wto.org/ 
english/res_e/booksp_e/analytic_index_e/ gattl994 02 e.htm# article3A, 1 December 
2005, 

5? Fauchald, Environmental Taxes and Trade Discrimination (1998) 157. 

58 Moreover, it seems to provide a wider product-similarity test than the second paragraph of 
Art. II GATT. 

89 “The products of the territory of any contracting party imported into the territory of any 
other contracting party shall not be subject, directly or indirectly, to internal taxes or other 
internal charges of any kind in excess of those applied, directly or indirectly, to like domestic 
products. Moreover, no contracting party shall otherwise apply internal taxes or other in- 
ternal charges to imported or domestic products in a manner contrary to the principles set 
forth in paragraph 1.” For more details, see Interpretation of Article II] GATT (1994), http:/ 

/www.wto.org/english/res_e/booksp_e/analytic_index_e/gattl994_02_e.htm#article3A, I 
December 2005. 
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will be on it. It makes it clear that imported products may not be subject to higher 
taxes than “like” domestic products. Besides, even the taxes on “unlike” imported 
products and on domestic products must be comparable if the products compete 
with each other,®° 


The relationship between the first and the second paragraph of Art. III 
GATT is that the first paragraph contains general principles,°! which are relevant 
for all other paragraphs of this article. The second paragraph especially deals with 
discriminatory taxation and it provides specific obligations regarding internal taxes 
and internal charges. Therefore, it can be said that Art. III:1 constitutes part of the 
context of Art. III:2 GATT and that the second paragraph is a /ex specialis to the 
first paragraph of Art. II] GATT. 


Generally speaking, countries are free to structure their internal taxation in the 
way they seem to be the most suitable for them, but they are not allowed to dis- 
criminate between domestic and imported products. However, if there is the situ- 
ation in which there is no domestic production, then under GATT law the coun- 
tries are normally free to determine their level of internal taxes on such imported 
products, although there are certain exceptions® for products imported from de- 
veloping countries. Another significant principle to be pointed out is that unfa- 
vourable treatment of some imported products may not be balanced or com- 
pensated against favourable treatment of other imported products. 


2. Explicit and Implicit Discrimination 


The fundamental difference between explicit® and implicit discrimination” 
is that the first relates to situations where imported and domestic like products are 
as such subject to separate, more or less favourable, tax arrangements. In contrast, 
the differential treatment of products under implicit discrimination®’ is based on 
circumstances that are related to products as such and not directly to the origin of 
the products.®* In other words, implicit discrimination does not distinguish be- 
tween foreign and domestic products but differences in the tax burden arise on the 
basis of some characteristics or set of characteristics of the products but in the end 





60 Schén, B/FD 2004, 288. 

61 Japan — Alcoholic Beverages, AB Report, WT/DS8/AB/R, WT/DS10/AB/R.WT/DS11/AB/ 
R, adopted | November 1996, p. 18. 

62 Japan— Alcoholic Beverages, AB Report, WT/DS8/AB/R, WT/DS10/AB/R.WT/DS11/AB/ 
R, adopted | November 1996, pp. 17-18. 

63 Fauchald, Environmental Taxes and Trade Discrimination, 209 et seq. 

64 ~Macrory (ed.) The World Trade Organisation: Legal, Economic and Political A nalysis, 117. 

65 Same as de jure, directly, overtly, formally, seemingly discrimination, border tax adjustment, 
tax adjustments. For more details, see Fauchald, Environmental Taxes and Trade Discrimi- 
nation, 161 et seq. 

66 Also known as “de facto discrimination” or indirect discrimination. For more details. see 
Fauchald, Environmental Taxes and Trade Discrimination, 161 et seq. 

67 Fauchald, Environmental Taxes and Trade Discrimination, 226. 

68 Fauchald, Environmental Taxes and Trade Discrimination, 219. 
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this again leads to a discrimination of foreign products.” Thus, products are subject 
to the same arrangement and the tax arrangement itself distinguishes between them, 
such as e.g. in case of progressive tax rates.’° Japan-Alcoholic Beverages was the 
first significant case under the GATT that involved the issue of seemingly neutral 
measures.’' The issue in this case was an internal tax measure that classified alco- 
holic beverages in different categories, based on the alcohol content and other qual- 
ities and set different tax rates on each category of alcoholic beverage.” 


In looking at the case law it can be noted that at the beginning there were more 
cases on explicit discriminations and after 1990 the trend changed, since most cases 
involved seemingly neutral internal tax or regulatory measures.’* It can be said 
that countries moved from obvious discrimination to less obvious and more so- 
phisticated tax and regulatory measures. However, it has to be mentioned that not- 
withstanding the fact that explicit and implicit discrimination are based on different 
criteria, they are in principle both prohibited under GATT law.” 


3. Distinction between “Like” Products and “Other” Products 


As already mentioned, the most relevant provision regarding discriminatory 
taxation is Art. III: 2 GATT. It can be divided into two parts, contained in the first” 
and second” sentence.’’ For the purpose of this article the main focus has to be 
on the terms “like products” and “directly competitive or substitutable prod- 
ucts”. In this context, it has to be mentioned that neither term has been defined in 


©? The National Treatment Principle in International Trade Law, American Law and Economics 
Association Annual Meetings (2004) see http://law.bepress.com/cgi/viewcontent.cgi?arti- 
cle=1007&context=alea, 15 February 2006. 

70 Fauchald, Environmental Taxes and Trade Discrimination, 216. 

7! In 1987. For more details, see The National Treatment Principle in International Trade Law, 
American Law and Economics Association Annual Meetings (2004) see http://law.be- 
press.com/cgi/viewcontent.cgi?article= 1007&context=alea, 15 February 2006. 

"2 Japan-Alcoholic Beverages, Panel Report, BISD 34S/83, adopted on 10 November 1987. 

73 The National Treatment Principle in International Trade Law, American Law and Economics 
Association Annual Meetings (2004) see http://law.bepress.com/cgi/viewcontent.cgi?arti- 
cle=1007&context=alea, 15 February 2006. 

™ If other conditions set in Art. III GATT are met. 

8 “The products of the territory of any contracting party imported into the territory of any 
other contracting party shall not be subject, directly or indirectly, to internal taxes or other 
internal charges of any kind in excess of those applied, directly or indirectly, to like do- 
mestic products..” For more details, see Interpretation of Article II| GATT (1994), http:// 
www.wto.org/ english/res_e/booksp_e/analytic_index_e/ gattl994_02_e.htm# article3A, | 
December 2005. 

76 “Moreover, no contracting party shall otherwise apply internal taxes or other internal charg- 
es to imported or domestic products in a manner contrary to the principles set forth in par- 
agraph 1.” For more details, see Interpretation of Article II] GATT (1994), http:// 
www.wto.org/ english/res_e/booksp_e/analytic_index_e/ gatt1994 02 _e.htm# article3A, | 
December 2005. 

77 For example, the distinction between first and second sentence was addressed in Canada — 
Periodicals with “two-tiered test”, where it was said: “... There are two questions which 
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GATT law, nor have they been authoritatively interpreted by the member coun- 
tries.’ Their meaning has been only clarified through the practice of the Panels 
and the Appellate Body (AB). 


When considering tax discrimination under the first sentence of Art. [11:2 
GATT, it is of great importance to note that the mere exposure of a product to a 
risk of discrimination may constitute discrimination. Moreover, it is irrelevant 
whether “the trade effect” of the tax differential between imported and domestic 
products is insignificant or whether it even does not exist at all.’? In other words, 
when we deal with like products there is no “minimum amount requirement”*” 
that could be tolerated; therefore, even an insignificant tax differential between 
imported and domestic like products is too high. For the purposes of determination 
of tax variation, it is considered that the first sentence of Art. I[l:2 GATT requires 
a comparison of actual tax burdens. Therefore, the internal tax rate, taxation 
methods and also the basis for tax assessment have to be taken into account.*! 


Additionally, where an imported product is taxed less favourably, the evidence 
of protectionist intent need not be shown,** because such discriminatory taxation 
is per se prohibited. 


As was said above, the first sentence of Art. III:2 GATT provides that imported 
goods may not be subject to higher taxes than like domestic products. The deter- 
mination of the term “likeness” is of major importance, because it limits member 
countries in applying their national tax law. In other words, the freedom of the 


need to be answered to determine whether there is a violation of Article III:2 of the GATT 
1994: (a) whether imported and domestic products are like products; and (6) whether the 
imported products are taxed in excess of the domestic products. If the answers to both ques- 
tions are affirmative, there is a violation of Article III:2, first sentence. If the answer to one 
question is negative, there is a need to examine further whether the measure is consistent 
with Article III:2, second sentence.’ For more details, see Canada — Periodicals, AB Report 
WT/DS31/AB/R, adopted on 30 June 1997, pp. 22-23. 

78 Zarrilli, 37 (2) Journal of World Trade (2003) 371. 

79 Japan — Alcoholic Beverages, AB Report WT/DS8/AB/R, WT/DS10/AB/R, WT/DS11/AB/ 
R, adopted on 4 October 1996, p. 16; Korea — Alcoholic Beverages, AB Report WT/DS75/ 
AB/R, WT/DS84/AB/R, adopted on 18 January 1999, para. 119. 

80 Zarrilli, 37 (2) Journal of World Trade (2003) 373. 

81 Argentina — Hides and Leather, Panel Report WT/DS155/R, adopted on 19 December 2000, 
paras. 8.13 and 11.182—11.184. 

82 E.g. in Indonesia — Autos, where the Indonesian National Car Programme provided that a 
luxury tax exemption is given to certain domestically produced cars. The Indonesian car 
programme distinguished between cars on the basis of the nationality of the producer or the 
origin of the parts and components of the car. An imported motor vehicle like a domestic 
one would be taxed at higher rate merely because of its origin or lack of sufficient local 
content. The Panel ruled that such an origin-based distinction in respect of internal taxes was 
sufficient in itself to violate Art. I[]:2 GATT, and therefore there was no need to demonstrate 
the existence of actually traded like products. For more details, see Jndonesia—Certain Meas- 
ures Affecting the Automobile Industry, Panel Raport WT/DS54/R, WT/DSS5S5/R, WT/DS59/ 
R, WT/DS64/R adopted on 2 July 1998. The AB also agreed with this statement in Canada 
— Periodicals. For more details, see Canada — Periodicals, AB Report WT/DS31/AB/R, 
adopted on 30 June 1997, p. 18. 


445 


Vesna Radov anovi¢ 

















national legislation to impose different taxes on different products in an arbi 
manner is prohibited as regards like products within the meaning of Art. III: 
Therefore, the determination of the term “likeness” became a main issue in m 
of the cases concerning prohibited discriminatory taxes.*? 

For the determination of “likeness” there are no strictly defined rules. It is stated 
that a determination has to be made on a case-by-case basis.*4 However, accordi 
to case law, it was held that the term “likeness” has to be interpreted narrowly,®> 
which indicates that minor physical differences between products may be sufficient 
to conclude that the products are unlike under this article. But, on the other hand, 
even if products differ significantly with respect to their physical characteristics, 
they may be still considered as like products if other factors count in favour o 
considering them as “like”.*° 


However, there are four suggested general criteria*’ that can be relevant for 
analysing the “likeness” of particular products. The first criterion is the products’ 
properties, nature and quality; the second is the products’ end-uses in a given 
market; the third criterion is the consumers’ tastes and habits:** and finally also 
the tariff classification can be used as a supplementary consideration in this re- 
spect.*” Also, the Appellate Body confirmed that these criteria can help to deter- 
mine the “likeness” but, on the other hand, it was also stressed that they are neither 
a treaty-mandated nor a closed list of criteria that would determine the legal char- 
acterisation of products.” 


On the other hand, the second sentence of Art. III:2 GATT applies a discre- 
tionary obligation to measures that fall outside the scope of the more precise pro- 
vision of the first sentence. From the wording of the second sentence it can be seen 
that the second sentence is subsidiary to the first sentence, in the sense of a /ex 
specialis. Moreover, some scholars say that “like” products are by definition di- 
rectly competitive or substitutable products whereas all directly competitive or 
substitutable products are not always “like” products.”! 


In determining whether two products are competitive or substitutable two tests 
can be applied: the demand substitutability test or the supply substitutability test. 
The demand substitutability test’? takes into consideration the cross-price elas- 


*} Schén, B/FD 2004, 288. 

%4 WTO, Report of the Working Party on Border Tax Adjustments, BISD (1970) 3. 

*S Interpretation of Article II] GATT (1994), para. 127, http://www.wto.org/english/res_e/ 
booksp_e/ analytic _index_e/gatt!994_e.htm#articlelll, 1 December 2005. 

86 =Fauchald, Environmental Taxes and Trade Discrimination, 128 et seq. 

8? WTO, Report of the Working Party on Border Tax Adjustments, BISD (1970) 3. 

88 These three criteria were also considered in Canada — Periodicals. For more details, see 
Canada ~ Periodicals, AB Report WT/DS31/AB/R, adopted on 30 June 1997, pp. 20-21. 

% Interpretation of Article II] GATT (1994), paras. 139-141, http://www.wto.org/english/ 
res e/booksp e/ analytic index_e/gatt!994_e.htm#articlelll, | December 2005. 

90 Japan .. Alcoholic Beverages, AB Report WT/DS8/AB/R, WT/DS10/AB/R, WT/DS11/AB/ — 
R, adopted on 4 October 1996, pp. 21-22. | 

%! Japan — Alcoholic Beverages, AB Report WT/DS8/AB/R, WT/DS10/AB/R, WT/DS1 1/AB/ — 
R, adopted on 4 October 1996, p. 22. 

92 Fauchald, Environmental Taxes and Trade Discrimination, 149 et seq. 
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ticity, factors related to the market such as marketing strategies and consumer sur- 
veys, the usage of products, physical characteristics and customs-related classifi- 
cation of the products and in addition also the general opinion and practice of the 
parties involved. On the other hand, the supply substitutability test”? refers to the 
extent to which suppliers may shift from the supply of one product to the supply 
of an alternative product. Thus, if suppliers can easily shift from supplying one 
product to supplying another product, then this could be an argument that products 
are directly competitive or substitutable. 


4. National Treatment Exceptions 


The question to what extent and under which circumstances national legislation 
may be discriminatory by following its own political objectives can be divided into 
two categories. The first category is related to internal taxes and can be named as 
a specific exception.”* The second category is treated as a general exception, since 
it provides exceptions that apply to all obligations under the GATT. The specific 
exceptions are stated in Art. III:8 GATT and the general ones are defined mainly 
in Art. XX and Art. XXI GATT.” Art. IfI:8 GATT provides for four exceptions 
to NT, which are the government procurement of goods and services, the payment 
of the subsidies exclusively to domestic producers, state and local laws that dero- 
gate from GATT commitments, and the exhibition of films.?° On the other hand, 
Art. XX GATT serves the general public interest and therefore recognizes a 
number of public policy objectives that the members may invoke to justify viola- 
tions of the GATT (e.g. the protection of public health or environment). However, 
it is very important whether the right of a national legislature to introduce tax dif- 
ferentiations is recognized in the.context of Art. III GATT or only in the context 
of Art. XX GATT,”’ since there is a big difference in the burden of proof that applies 
once a measure has been found to be discriminatory, while the policy objectives 
named in Art. XX GATT are not so limited. However, Art. XX GATT imposes the 
additional requirement that the policy objectives enumerated in that provision may 
not be used as a basis for hidden discrimination.”* 


IV. A Comparative Analysis 


If we look closely to EC and WTO law, we can immediately notice certain 
common features as well as certain differences. The most significant difference 
can be seen in their goals. The main aim of the WTO Agreements is to establish a 
free trade area, while the main purpose of the EC Treaty is to establish a common 


93 Fauchald, Environmental Taxes and Trade Discrimination, 153 et seq. 

94 Wan Thiel,General Report, in Lang et al., WTO and Direct Taxation (2005) 19. 

95 Art. XXI GATT considers measures that are related to national security. 

96 Macrory (ed.) The World Trade Organisation: Legal, Economic and Political Analysis, 125. 
97 Schén, BIFD 2004, 288. 

9 Schén, BIFD 2004, 288. 
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market. Therefore, before going into the tax field, it should be analysed in 
respects these two goals vary. The free trade area is an arrangement among states 
in which they agree to remove all customs duties and quotas on trade among them, 
However, each party is free to determine unilaterally the level of customs duties 
on imports coming from outside their area.” In other words, it seeks only to guar- 
antee the undistorted import and export between national markets.!° On the other 
hand, a common market is much wider and presents a higher level of economic 
integration. It provides a complete integration in an internal market, including the 
free movement of goods, services, persons and capital. However, these benefits 
are guaranteed only to Member States of the common market and not to third 
States. 


Thus, we can say that both laws have the same goal of establishing a free trade 
area or free movement of goods. Regarding legal regulations, it appears that under 
both laws the customs duties and quotes are restricted. Therefore, many countries — 
try to protect their domestic production by applying less obvious measures on im- 
ported products. This measure is often internal taxation, which discriminates 
against imported products as opposed to domestic products. Internal discrimina- 
tory taxation is less evident and in many times at first sight unrecognisable, es- 
pecially if indirect discrimination is applied. However, EC law as well as GATT 
law try to prevent these situations and therefore provide provisions which prohibit 
discriminatory taxation. In other words, both laws prohibit only discriminatory 
taxation, but, on the other hand, the fiscal sovereignty of the countries is still al- 
lowed. 


As it was mentioned previously, these prohibitions are mainly dealt with in 
Art. 90 EC and Art. III:2 GATT; therefore, in the following mainly these two 
articles will be compared. The primary emphasis will be on their wording, purpose, 
applicability, the interpretation of their special terms and the influence of their pro- 
visions on the case law. 


For the purposes of analysis, the following comparison is divided into seven 
parts. The first part will compare Art. 90 EC and Art. IIl:2 GATT. The second 
part will present similarities and differences between the first paragraph of Art. 90 
EC and the first sentence of Art. II]:2 GATT. The third part will focus on a com- 
parison of the second paragraph of Art. 90 EC and the second sentence of Art. III:2 
GATT. In the fourth part the emphasis will be on the criteria for the determination 
of the terms used in the tests. The fifth part will consider some additional aspects 
in respect of discriminatory taxation, under EC and GATT law, such as e.g. excep- 
tions for internal discriminatory taxation and taxes on exports. In the sixth part it 
will be discussed whether there may be some links between ECJ and Panel deci- 
sions. Finally, in the seventh part it will be analysed whether there could be any 


% Craig, EU law, 580. 

10 Schén, B/FD 2004, 284. 

10! Bedraé. Diskriminatorni nacionalni davki na enotnem trgu EU, Evro Pravna Praksa 2003, 
http://www.ius-software.si/BAZE/LITE/B/E 1 60/2003/LITE77756094TT208535768 1 htm, 
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different interpretation of both articles, as a consequence of different treaty pur- 
poses. 


1. The Comparison of Art. 90 EC and Art. [11:2 GATT 


As was already mentioned in the previous sections of this paper, the purpose 
of both articles is similar, namely they both deal with discriminatory internal taxes. 
However, there is some difference in application of the articles. Art. [1:2 GATT 
may apply only to products originating in the territories of WTO Member States, !°” 
while Art. 90 EC also applies to products originating in a third country which are 
in free circulation in a Member State.! 


If we compare the wording of Art. 90 EC and Art. III:2 GATT we can imme- 
diately see that it is very similar. This is not surprising, since the whole Art. 90 EC 
seems to be based on Art. II]:2 GATT.'* The reason for this may mainly be the 
fact that the legal system of the EC was established later than the GATT. Moreover, 
the similarity is also recognisable in the organisation of whole Art. 90 EC and 
Art. III:2 GATT, as they are both divided into two parts: first they deal with “like” 
products and then with “other” products. 


Moreover, they both apply similar tests for discriminatory taxation, which 
are the “like product test” and the “competition product test”. However, some dif- 
ferences arise in the order these two tests are used. Following the case law, the ECJ 
uses a more or less traditional approach, which applies first the “like products test” 
in Art. 90 (1) EC and then, if imported and domestic products are not “similar”, 
continues the examination under Art. 90 (2) EC, which deals with competitive 
products.!° On the other hand, in the GATT case law it can be noticed that Panels 
usually first apply the “competition product test” (Art. II]:2 GATT, second sen- 
tence) and then, if necessary, the “like products test” (Art. III:2 GATT, first sen- 
tence).!°° From my point of view, there should be no differences in the result, re- 
gardless of whether we follow the ECJ or the Panel approach. However, following 
the argumentum a minori ad maius it seems more logical to examine first whether 
the products concerned are to be considered as “directly competitive or substitut- 
able’, since the criteria for competitiveness or substitutability are more general 
and are broader than the “like” products criteria. Consequently, it seems easier to 
prove that products are in competition than to prove that they are “like”, as “like” 
products are a subset of products that are directly competitive or substitutable. 





1022 J H. Jackson, The World Trading System (1997) 167. 

103 ECJ 7 May 1987, C-193/85 Cooperativa Co-Frutta Srl v Amministrazione delle finanze dello 

Stato [1987] para. 29. 

Demaret, The Non-Discrimination Principle and the Removal of Fiscal Barriers to Intra- 

Community Trade, in Cottier/Mavroidis (eds.) Regulatory Barriers and the Principles of 

Non-discrimination in World Trade Law (1999) 171 (171). 

105 See ECJ 7 May 1987, C-184/ 85 Commission v Italy [1987] para. 11; Grile, Pravo Evropske 
Unije, 426. 

106 Korea — Taxes on Alcoholic Beverages, Panel Report WT/DS75/R, WT/DS84/R, adopted 
on 17 September 1998, at sec. 10.36. 
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2. Considering “Similar” or “Like” Products 


As a starting point, the purpose of Art. 90 (1) EC and Art. III:2 GATT, first 
sentence should be analysed. Generally speaking, we can say that they both have 
a very similar goal, which is to prevent the tax legislation from discriminating 
between imported and similar domestic products. They also both try to guarantee 
the complete neutrality of internal taxation as regards competition between domes- 
tic products and imported products.'°’ In other words, their aim is to ensure free 
movement of goods and normal conditions for competition between the Member 
(or Contracting) States. 


Regarding the interpretation, many scholars argue that Art. 90 (1) EC is in 
some respects broader and in some respects more flexible than the interpre- 
tation of the first sentence of Art. 11:2 GATT.'* This can be illustrated by the 
following two examples. First, in the Commission v Italy'”? case it was mentioned 
that the “first paragraph has to be interpreted widely so as to cover all taxation 
procedures which conflict with the equality of treatment of domestic products and 
imported products, therefore it is necessary to interpret concept of similar products 
with sufficient flexibility ...”. Secondly, in the Japan — Alcoholic Beverages I] case, 
the AB analysed the scope of the first sentence of Art. [11:2 GATT in relation to 
the second sentence of this article. It was held that the term “like products” in 
Art. IIl:2 GATT, first sentence, should be considered to be narrower.''° 


But, on the other hand, one can discuss whether the WTO approach on the 
meaning of the term “like” products contains the same meaning as the “broader” 
meaning of the EC approach. In other words, it can be asked whether it is possible 
that the (narrow) WTO approach covers the same or even more than the (broader) 
EU approach. This question cannot be easily answered, since under the GATT the 
meaning of terms is determined separately for each tax measure in each particular 
case.''' However, in my opinion, it is exactly the option under WTO law of con- 
sidering the meaning on a case-by-case basis that also gives flexibility to the in- 
terpretation. Moreover, since — as will be presented in the following — the criteria 
used in like product tests are also very similar, it seems quite unlikely that the 
interpretation by the Panels and the ECJ will much differ. Consequently, this would 
mean that the interpretation of the article should be the same. 


As was already mentioned, under both types of law, there are no definitions of 
the terms “like” and “competitive” products, although the interpretation of these 
two terms is crucial for determining whether there is a violation of Art. II[]:2 
GATT or Art. 90 EC. However, this is not an easy task, since several questions 


107 Weiler, Discriminatory Taxation and Measures Having an Effect Equivalent to Customs Du- 
ties (2002) 34. 

108 Demaret. in Cottier/Mavroidis (eds.) Regulatory Barriers and the Principles of Non-discrim- 
ination in World Trade Law, \76. 

109 ECJ 27 February 1980, C-169/78 Commission v Italy [1980] para. 5. 

110 Interpretation of Article II] GATT (1994), para. 127, http://www.wto.org/english/res_e/ 

booksp_e/analytic_index_e/gatt]994_e.htméarticlelll, | December 2005. 

Interpretation of Article II] GATT (1994), para. 127, http://www.wto.org/english/res_e/ 
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arise: First, which criteria should be used to determine the meaning of these 
two terms and, second, which conditions should be used for distinction be- 
tween them? For instance, if in one case we try to compare a car with a bus, and 
in another case the likeness of beer and wine, it seems difficult to use the same 
criteria for both situations. 


However, the Report of the Working Party on Border Tax Adjustment set out 
some criteria for the determination of likeness, but it was again clearly pointed out 
that the analysis of “like product” must be made on a case-by-case basis.''” More- 
over, one might even think that the Panels have adopted this approach to such a 
great extent that the rulings of cases no longer appear to be consistent!!*. Like- 
wise, there have been a number of cases in the EU dealing with Art. 90 EC, but 
still, it cannot be said that the whole case law is really consistent.''* 


However, both systems have developed some useful criteria, which could more 
or less help to achieve some level of consistency in the court’s rulings. In the EU 
these criteria were developed by case law, while in WTO law the Report of the 
Working Party Report on Border Tax Adjustments set out the basic approach for 
interpreting like products.!'!> Furthermore, it is striking that both laws use compa- 
rable criteria for the determination of likeness. These similarities can be seen in 
the following. Firstly, they both take into consideration the characteristics of the 
products or products properties, when the product’s nature, content, quality, taste, 
manufacturing process, etc. is analysed. Secondly, they both take into account the 
product’s end-uses in a given market; therefore they distinguish between products 
by comparing their capability to fulfil the same consumer’s needs. Thirdly, in both 
the WTO and the EC case law we see the tariff classification criterion. 


However, it has to be mentioned that neither the ECJ nor the Panel(s) require 
that in each case all these factors are investigated. That means that it depends on 
each particular case which criteria should be applied. For example, the ECJ has 
ruled in some cases that raw material!!® as a criterion had a significant role whereas 
in other decisions this was denied. Similarly, the criterion-tariff classification had 
a significant role in some cases!!’ and in some others not. Moreover, the AB in the 
EC-Asbestos''8 case also pointed out that the criteria mentioned in the Report of 
the Working Party on Border Tax Adjustments are mainly tools to help in the ex- 


112 WTO, Report of the Working Party on Border Tax Adjustments, BISD (1970) p. 3. 

113 Emch, Same Same But Different? Fiscal Discrimination in WTO Law and EU Law: What 
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14 Emch, Legal Issues of Economic Integration 2005, 371. 

15 Interpretation of Article II] GATT (1994), para. 127, http://www.wto.org/english/res_e/ 
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zollamt [1976] para. 12; and the opposite in Commission v Italy see ECJ 27 February 1980, 
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amination of the relevant evidence. Moreover, it denied that these criteria are 
be considered binding. Additionally, it was also stressed that the enumerated cri- 
teria are not a closed list of conditions. 


Another important similarity regarding the first paragraph of Art. 90 EC and 
the first sentence of Art. [1:2 GATT, is seen in the following phrase: “... internal 
taxation (charges) ... in excess of that imposed directly or indirectly on similar 
(like) domestic products .... In this respect both articles require the comparison 
of the actual tax burdens and do not take into consideration any trade effects of the 
internal measure.'!? 





3. Considering “Other” Products 


In the following a comparison of the provisions considering “other” products 
will be made. First of all, the wording in Art. 90 (2) EC and Art. III:2, second 
sentence GATT is less similar than under their respective first paragraphs and first 
sentences. However, generally we can say that the meaning and the approach used 
does not differ because both “provisions” deal with products in competition or 
substitutable products. 


In order to find out if there is any violation of the law it is first necessary to 
establish if products are in competition, second, if these two products are dissim- 
ilarly taxed and, third, if domestic products are protected because of applied inter- 
nal measure, in comparison to imported products. !7° 


Therefore, both WTO and EC law give major importance to the products sub- 
stitutability test;'*! e.g. cross- price elasticity. But one should not forget that the 
criteria for likeness are also useful for the determination of substitutability, since 
“like” products are by definition directly competitive or substitutable products. 
After recognising products as substitutable, it has to be examined whether there is 
an indirect protection of domestic products. Here it has to be noted that there is no 
requirement that the taxation has to be the same for domestic and imported prod- 
ucts. For the violation of the second sentence of Art. III:2 GATT or Art. 90 (2) EC, 
it is only important that taxation affords protection to domestic products, therefore 
it is considered more liberal. Consequently, it is very important whether the product 
is determined as like (similar) product or only as compatible product, since the tax 
differentiation is easier to approve if the products are compatible. In other words, 
if the imported products are like there is a higher protection against discriminatory 
taxation for them. 


119 Interpretation of Article III GATT (1994), paras. 145-146, http://www.wto.org/english/ 
res e/ booksp_e/ analytic_index_e/ gatt!994_e.htm#articlelll, | December 2005. 
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4. Criteria for Determination of “Like” Products and “Other” Products 


From the foregoing it is obvious that it is very hard to say which criteria should 
be generally applied in the “like” or “competitive products tests” and it is even 
more difficult to determine which of the selected conditions should have priority. 
For instance, it is debatable which criterion is more important: products properties 
or the consumer habits and taste? One might say consumer habits and taste, because 
they affect the demand for the product, but others could oppose this easily, because 
the habits and taste are variable in time and space and therefore cannot be consid- 
ered as a fixed rule.!?2 It is also worth discussing which of the characteristics within 
the products properties criterion should take priority. Is the taste more important 
than used materials? Moreover, how many of the criteria or tests should be used 
together to determine the likeness or product substitutability? Does it really matter? 
On these questions a general answer, which would be valid in all cases, cannot be 
given. 


So, on the one hand, it seems reasonable that WTO and EC law have developed 
descriptive criteria, which are more flexible in their application. Also, the Panels 
defend this approach by saying that in this way a fair assessment in each particular 
case is provided when there are different elements that constitute a “similar” or 
“other” product. !?° 


But, on the other hand, one should not disregard the weakness of this approach, 
namely that it depends on the arbitrary decisions of the tribunals and therefore that 
some uncertainty might always exist. This approach has also been criticised by 
legal scholars, e.g. Wille,'2+ who points out that arbitrary court decisions, should 
be replaced by the “aim-and-effect” test, which emphasises the relevance of the 
policy purpose of internal measures and helps to avoid the unpredictability of 
courts. However, this approach was rejected by the Panel and AB. Reasons for 
rejecting the “aims-and-effects” test were firs/ly, that this test was inconsistent with 
the wording of Art. III:2 first sentence GATT, since the test includes words “so as 
to afford protection” which are contained in Art. I[I:1 GATT and not in Art. II:2 
GATT, first sentence. Secondly, Art. III:2, first sentence GATT, does not contain a 
reference to these words. Thirdly, the Panel noted that the adoption of such a test 
would have important implications for the burden of proof imposed on the com- 
plainant because the complainant would have the burden of showing not only the 
effect of a particular measure but also its aim, which can in practice be quite dif- 
ficult to prove. Fourthly, the Panel noted that the list of exceptions contained in 
Art. XX GATT could become useless because the aim-and-effect test does not con- 
tain a definitive list of grounds justifying departure from the national treatment 
obligations considered in Art. III GATT. 12 
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5. Some Additional Aspects in Respect of Discriminatory Taxation under EC 
and GATT Law 


In addition to comparing EC and GATT law, we also have to compare the ex- 
ceptions of internal discriminatory taxation under both. Here, we can see a quite 
different approach, because exceptions with regard to internal discriminatory tax- 
ation under EC law are not covered by general exceptions provided for by Art. 30 
EC. Moreover, the EC Treaty does not provide for any written exceptions or jus- 
tification like those of Art. XX GATT.'° As a matter of fact, in the view of the 
ECJ, taxes that discriminate against imports and give protection to domestic in- 
dustry are hardly ever justifiable. 


Another difference can also be found in taxes on exports, since under EC law 
Art. 90 EC prohibits discriminatory taxation for exporting products!2’ as well, 
while according to GATT law countries may levy tax e.g. on exports based on 
natural resources. '?8 





6. A Link Between ECJ Rulings and Panel Decisions 


Another interesting aspect seems to be also whether it is possible that the ECJ 
takes a look into the “backyard” of GATT case law and relies on its rulings 
and vice versa. In the EU Schiilter v Hauptzollamt Lérach'?° case it was denied 
that provisions of the GATT could have “direct applicability” in the EC. The de- 
cision was based on well-known specific characteristics of the GATT, such as flex- 
ibility, possibility of derogations, safeguard measures, the dispute settlement 
mechanism and the fact that it creates a framework where negotiations are guided 
by reciprocity and where mutual advantage is a guiding factor. However, on the 
other hand, it was admitted that there are some possibilities of relying on GATT 
provisions under certain circumstances.'*° On the other hand, in the GATT area 
in the Korea-Alcohol Beverages'*! case, the Panel stated that the Treaty of Rome 
is different in scope and purpose from the General Agreement, notwithstanding 
the fact that Art. 90 EC and Art. III:2 GATT are quite similar. However, they also 
acknowledged that there is relevance in examining how the ECJ defines markets 
in similar situations in order to help understand non-discrimination provisions. '*? 


'26 Ehring, De Facto Discrimination in World Trade Law, 36 (5) Journal of World Trade (2002) 
921 (948). 

127 ECJ 29 June 1978, C-142/77 Statens Kontrol v Preben Larsen [1978] para. 24. 

'28 Daly, Some Taxing Issues for the World Trade Organization, 48/4 Canadian Tax Journal 
(2000) 1053 (1065). 

129 ECJ 24 October 1973, C-9/73 Schiilter v Hauptzollamt Lérach (1973) para. 24. 

130 De la Torre, The Status of GATT in EC Law, Revised: The Consequences of the Judgment 
on the Banana Import Regime for the Enforcement of the Uruguay Round Agreements, 29 
Journal of World Trade (1995) 53 (54). 

(3! Korea — Taxes on Alcoholic Beverages, Panel Report WT/DS75/R, WT/DS84/R, adopted 
on 17 September 1998, at sec. 10.31. 

(32 [nterpretation of Article IIl GATT (1994), para. 92, http://www.wto.org/english/res_e/ 
booksp e/analytic_index_e/gatt]994_e.htm#articlelll, | December 2005. 
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7. Treaty Interpretation and (Different) Purposes of the EC Treaty and the 
GATT 


Following GATT case law we can notice that in general the Panels use the text 
of treaty provisions as a starting point of interpretation,'*> while EC case law in- 
dicates that the ECJ usually starts its interpretation with the object and purpose of 
treaty provisions. Consequently, one could expect that under WTO law Art. II1:2 
GATT and Art. 90 EC would be interpreted similarly, regardless of the fact that 
the object and purpose of the WTO as such is different from that of the EC. On the 
other hand, following the ECJ approach, one could expect that Art. III:2 GATT 
and Art. 90 EC would be interpreted differently, as an outcome of the different 
objects and purposes of the EC Treaty and the GATT.!'** 


In contrast to the above, I think that the different purposes of the EC Treaty and 
the GATT as such should not matter much, if the text and purpose of particular 
provisions are similar. This argumentation can be based on the facts that both the 
EC Treaty and the GATT accepted and apply the Vienna Convention on Law of 
the Treaties in their rulings.!°5 So if we take into account the Vienna Convention 
they should both (ECJ and WTO dispute settlement mechanism) come to the same 
result, because elements such as e.g. text, context, the object and purpose should 
be used as one unit under the interpretation rules of Vienna Convention and more- 
over none of them have priority over other.'3° Following this approach and having 
in mind that the text, context, object and the purpose of Art. 90 EC and III:2 GATT 
seem very similar, consequently the interpretations should also be similar or even 
the same, disregarding the fact that the overall purpose of the GATT and EC Treaty 
as such is not totally the same. 


V. Conclusions 


The aim of this paper was to present how internal discriminatory taxation is 
treated under EC and WTO law and to provide a comparison of these two laws. 
From this analysis the following can be concluded: First, the prohibition of dis- 
criminatory taxation in the EU and accordingly to WTO law is based on similar 
provisions. Secondly, under both laws similar procedures in determining specific 
terms in provisions are applied. More precisely, they both rely on a case-by-case 
approach in order to decide in what kind of relationship the imported and domestic 
products are in, namely whether, for example, imported products are “like” do- 
mestic products or whether they are just products in competition. Moreover, this 





133, Japan — Alcoholic Beverages, AB Report WT/DS8/AB/R, WT/DS10/AB/R, WT/DS11/AB/ 
R, adopted on 4 October 1996, p. II. 

134 Slotboom, Do different treaty purposes matter for treaty interpretation?, http://jiel.oxford- 
journals.org/cgi/ content/abstract/4/3/557, | March 2006. 

135 For example, for GATT law see General rules of treaty interpretation — Article 31 of the 
Vienna Convention, http://www.wto.org/english/tratop_e/dispu_e/repertory_e/i3_e.htm, | 
March 2006. For EC law, see e.g. ECJ 1 July 1993, C-312/91 Metalsa Srl (1993) at sec. 12. 

136 Also confirmed in e.g. Japan — Alcoholic Beverages, AB Report WT/DS8/AB/R, WT/DS10/ 
AB/R, WT/DS11/AB/R, adopted on 4 October 1996, p. [2. 
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is usually one of the major tasks when courts examine whether the certain speci 
tax rules violate these provisions. Thirdly, although it has been a quite long ti 
since the provisions were introduced; there are still no definite rules on which 
courts decide about “likeness” or “other” products etc. The rulings are still 
on more or less the arbitrary holdings of courts, although I think that courts should 
not in general be considered as being arbitrary. However, it has to be mentioned 
that there has been some improvement in this field, since in the case law one can 
notice that there are from year to year deeper and deeper case analyses by the ECJ 
and the Panels. On the other hand, it is quite unlikely that huge progress can be 
expected in the future (e.g. to define one simple test, which would be applicable 
in all cases), since cases deal with complex issues that require thorough analyses, 
Therefore, it seems to be difficult to establish general criteria valid for all potential 
products. 


Finally, it was also discussed whether there are any differences in the interpre- 
tation of the provisions compared, since the purpose of the EC Treaty and the GATT 
are not entirely the same. It was argued that since both “systems” take into con- 
sideration the Vienna Convention on Law of the Treaties, there should be no sig- 
nificant differences in the interpretation and in the final outcome, since the Art. 90 
EC and Art. I[:2 GATT have a similar wording, context and object and purpose. 
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I. Introduction 


The Uruguay Round of Multilateral Trade Negotiations started with the Punta 
del Este Ministerial Declaration of September 1986 and resulted after seven years 
in the Final Act, establishing the World Trade Organisation (WTO), a common 
institutional framework for the conduct of trade relations among the members. ! 
The WTO is required to administer international trade in services according to the 
General Agreement on Trade in Services (GATS). 


Cross-border trade in business services is one of the fastest growing areas of 
international trade. With respect to this phenomenon three factors can be men- 
tioned: First, advances in technology have made cross-border trade possible for a 
number of services that were previously only tradable through the movement of 
providers. Second, substantial investment in education in a number of developing 
countries has created a relative abundance of skilled labour. Finally, innovations 
in business practice have led to the outsourcing of service activities by multina- 
tional enterprises in the manufacturing and services industry.’ 


The Service Agreement of the GATS is based on three pillars. The first 1s a 
Framework Agreement containing basic obligations that apply to all member coun- 
tries. The second concerns national schedules of commitments containing specific 
further national commitments that will be subject of a continuing process of liber- 
alization. The third is a number of annexes addressing the special situations of 
individual services sectors.* 


The scope of the GATS is embodied in Art. 1:2 of the framework agreement 
and enumerates ‘four modes of supply’*, which allow a service supplier the pos- 
sibility to offer cross-border services irrespective of whether it establishes a com- 
mercial presence in the territory of the other member country. 


The purpose of this article is to outline the, major arguments on whether this 
lead the above results in freedom of establishment or free movement of services 
equivalent to the principles comprised in the EC Treaty.° 


Il. General Outline of Art. 1:2 GATS 


1. Purpose and History of Art. I:2 GATS 


The constant increase in the share of services led to an international agreement 
to regulate and expand international trade in services. These efforts ended in the 





| DBarth, Das allgemeine Ubereinkommen tiber den internationalen Dienstleistungshandel, 

EuZW 1994, 455. 

A Matto/S.Wunsch-Vincent, Pre-Empting protectionism in services: The GATS and Out- 

sourcing, Journal of International Economic Law, (2004) 766 (768). 

3 Pitschas. in PrieB/Berrisch, WTO Handbuch (2003) 498 et seq. 

4 Cross-border supply, consumption abroad, commercial presence, movement of persons 
which are provided for in Art. 1:2 GATS. 

5 Art. 43 and Art. 49 EC. 
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adoption of the General Agreement on Trade in Services, which emanated 
the Uruguay Round of Multilateral Trade Negotiations.® The huge and still rapi 
growing area of international trade in services extends to all forms of internati 
trade in services. In the Uruguay Round, negotiators focused primarily on devel- 
oping a framework of rules for policies related to trade in services.’ Art. 1 GA 
covers all measures imposed by members that affect the consumption of servi 
originating in other member countries. This means that the GATS represents a 
jor new factor for a large sector of world economic activity concerning services, 
One of the key elements for the development of the GATS was the General Agree- 
ment on Tariffs and Trade (GATT) in its present form. However, a comparison 
between the provisions of the GATS and the GATT can be especially useful for 
the interpretation of the GATS, because some of the main GATS provisions are 
modelled on the GATT provisions.* 


2. Content and Structure of Art. 1:2 GATS 


This multilateral agreement has a unique and unprecedented structure. It de- 
fines trade in services as ‘the supply of a service’’ through any of the four modes 
of supply. The four different modes of supply are cross-border supply, consumption 
abroad, commercial presence in the consuming country and the presence of natural 
persons. This article is crucial and must be examined more closely. It helps in un- 
derstanding the special problems and regulatory issues that arise in international 
trade in services. 


3. Definition of ‘Services’ 


The GATS fails to provide a definition of what ‘services’ should mean for the 
purposes of the Agreement and does not shed any light on the requirements that a 
transaction under such services or trade must meet in order to be governed by the 
GATS.'® In Art. 1:3 it is only mentioned in a negative sense, to the effect that the 
GATS does not apply to services supplied in the exercise of government functions. 
The lack of a determination of services is particularly important for the applica- 
bility of the GATS in association with trade in goods and for the comparability of 
the fundamental freedom to provide services'' as well. In determining whether the 
® Aly K/Abu-Akeel, Definition of Trade in Services under The Gats: Legal implications, Jour- 

nal of World Trade Organisation 1999, 189. 

’  R.Adlung/A.Carzeniga/B.Hoekman/M. Kono/A.Mattoo/L.Tuthill, The gats Key features 

and sectors, in Development, Trade and the WTO (1996) 259. 

8 M_Krajewski, National Regulation and Trade Liberalization in services, 52. 
® Art.XXVIII (b) GATS includes the production, distribution, marketing, sale and delivery of 

a service; There is nothing at all in these provisions to suggest a limited scope -for the GATS. 
10 Aly K/Abu-Akeel, Definition of trade in services under the GATS, 199 et seq. 

1! Art. 49 -EC-Treaty 
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‘modes of supply’ are connected with the free movement of services, provided fro 
in the EC Treaty, it seems to be a very important lack as well. 


In general, there are differences between trade in goods and trade in services. 
First, services are intangible and perishable. Second, there are numerous modes 
for trade in services. Services can be provided at the location of the service supplier, 
at the location of the service consumer or at neither of these two locations. Third, 
international trade in services usually requires the movement of one or more factors 
in production, such as the establishment by the service supplier of a commercial 
presence at the location of the service consumer, or the transfer by the service sup- 
plier of personnel to the location of the service consumer. Fourth, the national reg- 
ulation level of trade in services is more extensive and diverse than trade in goods.!” 


Ill. The ‘Four Modes of Supply’ 


1. Cross-border Supply (‘Mode 1’) 


In WTO jargon ‘Mode 1’, known as the cross-border supply of services, cor- 
responds to the normal form of trade in goods. The first mode is defined as ‘the 
supply of a service from the territory of one Member into the territory of any other 
Member’!>. It is in many ways the most straightforward form of trade in services, 
because it resembles the familiar subject matter of the GATT and it maintains a 
clear geographical separation between seller and buyer. Only the service itself 
crosses national frontiers.'* Both the consumer and the supplier remain in their 
respective territories when the product is delivered. For a service product, this sit- 
uation may arise when the service can be embodied in a transportable medium, 
such as a paper document or ona computer diskette. It can also be digitised and 
transmitted through telecommunication links.'> In some respects “Mode 1” is also 
similar to current service transactions between residents and non-residents. 


There are also several examples of the cross-border supply of services in inter- 
national transport: the supply of a service through telecommunications and the 
services embodied in exporting goods. The development of communication and 
transportation infrastructures has favoured the growth of cross-border supply even 
in sectors where it was hardly considered an option until recently.'® 


2 Aly K/Abu-Akeel, Definition of trade in services under the GATS, 198. 

13 1:2 GATS. 

14 P.Chang/G.Karsenty/A. Mattoo/J.Richterling, GATS, the Modes of Supply and Statistics on 
Trade in Services, Journal of World Trade 1999, 93. 

1S GKarsenty, Assessing, Trade in Services, by Mode of Supply, in P. Sauve/ R. M. Stern, Gats 
2000, new directions in services trade liberalisation (2003) 33 et seq. 

16 PChang/G.Karsenty/A.Mattoo /J.Richtering, Gats, the Modes of Supply and Statistics on 
Trade in Services, 95. 
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2. Consumption Abroad (*Mode 2’) 


In Art. I ‘Mode 2° is consumption abroad, or in the words of Art. I “the supp 
of a service in the territory of one Member to the service consumer of 
Member”. The relevance of these commitments may be limited as far as Mode 
transactions are economically important only in a few sectors. This mode involv 
the consumer travelling to the supplying country for tourism or to attend an 
cational establishment.'? Another example of consumption abroad would be in 
(growing) health area. In this field the major barrier to ‘consumption abroad’ o 
medical services is the lack of portable health insurance.'* 


3. Commercial Presence (‘Mode 3°) 


In Art. | “Mode 3° is defined as “the service delivered within the territory of a 
Member through the commercial presence of the supplier”. That means the service 
of a foreign supplier will be offered through a commercial presence. This is prob- 
ably the most important mode of supply for services, at least in terms of future 
development and it also raises the most difficult issues for host governments and 
GATS negotiations. The GATS is forced to grapple with internal policy issues such 
as rights of establishment, which guarantee the opportunities for firms and indi- 
viduals to establish themselves in foreign markets. Commercial presence covers 
not only legal persons in the strict legal sense, but it also contains entities such as 
corporations, joint ventures, partnerships, representative offices and branches.!? 
‘Mode 3° is therefore associated with foreign direct investment in services.?” 


The “commercial presence entity’ must be owned or controlled by the entity 
located in the home country.*! In the case of the GATS, the word ‘own’ refers to 
ownership of more than 50 percent of the equity interest of a company.*? The word 
‘control’ means the power to name a majority of its directors or otherwise to legally 
direct its actions.** The host country entity is generally referred to as a foreign 
affiliate and the home country entity as the parent company. 


4. Presence of Natural Persons (‘Mode 4°) 


The fourth mode corresponds with the third mode except for one main differ- 
ence. The supply of a service is defined as “the supply of a service by a service 


7 Art. 1:3 GATS, http: http://www.wto.org/english/tratop_e/serv_e/gsintr_e.doc, October 1999. 
WTO Secretariat Trade in Services Division, An Introduction in the GATS, 2 et seq. 

8S Like cross-border supply, this is a straightforward form of trade which raises few problems, 
since it does not require the service supplier to be admitted to the consuming country. 

\9 GKarsenty, Assessing Trade in services by Mode of supply, 43. 

20 M.Krajewski, National Regulation and Trade Liberalization in services, (2002) 67. 

2! Art. XX VII: (d) GATS, the features of a legal persons are characterised by the word ‘owned’, 
‘controlled’ and ‘affiliated’ which are more closely defined in the Annex 1B. 

22. Art. XXVII: (n) GATS. 

23. GKarsenty, Assessing Trade in services by Mode of supply, 44 et seq. 
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supplier of a Member, through presence of natural persons of a Member in the 
territory of another Member’. In other words, the service will be offered through 
the physical presence of a person. This mode allows the admission of foreign na- 
tionals in another country to provide services. The Annex on Movement of natural 
persons supplying Services under the Agreement also specifies that Mode 4 only 
refers to the temporary movement of persons.?> The Agreement does not apply to 
measures affecting natural persons seeking access to the employment market of a 
member, nor does it apply to measures regarding citizenship, residence or employ- 
ment on a permanent basis. 


1V. Freedom of Establishment and the Freedom to Provide 
Services in the EC Treaty 


The EC Treaty prohibits discrimination on the grounds of nationality and pro- 
vides for the freedom of establishment, the free movement of workers, the freedom 
to provide services and the freedom of movement of capital and payments. The 
legal framework of the four fundamental freedoms is stated in the EC Treaty and 
developed through ECJ law. 

This paper deals with the freedom of establishment, set out in Art. 43 EC, and 
the freedom to provide services, set out in Art. 49 EC. Important developments in 
the field of establishment and services have also ocurred through secondary leg- 
islation in such fields as insurance, financial services, telecommunications and 
broadcasting.*° 


1. Freedom of Establishment — Art. 43 EC Treaty 


1.1 General Scope of Art. 43 EC 


Art. 43 EC on the freedom of establishment requires the removal of restrictions 
on the rights of individuals. The right of establishment relates to activities not car- 
ried out by way of gainful employment.’’ This means economic activities carried 
out by a person outside any relationship of subordination with regard to the con- 
ditions of work or remuneration and under his own personal responsibility.** The 
meaning of establishment in the Treaty involves the actual pursuit of an economic 
activity through a fixed establishment in another Member State for an indefinite 


period.”° 





24 Art. 1:2 (d) GATS. 

25. M.Jansen/R.Piermartini, The impact of Mode 4 Liberalization on Bilateral Trade Flows, 
World Trade Organisation, Journal 4. 

26 PCraig/Gde Burca, EU law (2003) 765. 

27 K.Lenaerts/P.van Nuffel/R. Bray, Constitutional law of the European Union, (2005) 188 et 
seq. 

28 EC) 20.December 2001, C-268/99 Jany [2001] ECR I-8615, para. 34—50. 

29 ECJ 25 July 1991, C-221/89 Factortame Limitied (Factortanme II) [1991] ECR 1-3905. 


para. 20. 
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1.2 Personal Scope 


All persons who are nationals of a Member State fall under the personal sc 
of the freedom of establishment. The first paragraph of Art. 43 EC refers to 
‘freedom of establishment of nationals of a Member State in the territory of 
other Member State’. For the purpose of the application of the freedom of esta 
lishment, Art. 48 EC equates companies or firms formed in accordance with the 
law of a Member State and having their registered office, central administrati 
or principal place of business within the Community with natural persons 
are nationals of Member States.*° It encompasses both the right to set up a new 
undertaking, the ‘primary establishment’ and the right to set up agencies branch- 
es or subsidiaries of existing undertakings.*! The latter is termed ‘secondary es- 
tablishment’. 


1.3 Substantive Scope 


The substantive scope is defined in such a way that everyone, natural and legal 
persons, who falls under the personal scope and wants to establish an agency, 
branch or subsidiary in another Member State to manage or pursue economic ac- 
tivities (such as self-employed persons) falls under the freedom of establishment.*? 
The term ‘establishment’ is broadly construed in the case law so as to allow com- 
munity nationals to participate, on a stable and continuous basis, in the economic 
life of a Member State other than his or her State of origin and to profit therefrom.*? 
However, the substance of the freedom of establishment is not the same in the case 
of natural persons as it is for legal persons, for either the primary or secondary 
right of establishment.*4 


2. The Freedom to Provide Services — Art. 49 EC 


2.1 General Scope of Art. 49 EC 


Under Art. 49 EC, restrictions on the freedom to provide services within the 
Community are prohibited within the framework of the provisions set out there- 
after. The beneficiaries of the free movement of services are nationals of Mem- 
ber States who are established in a State of the Community other than that of 
the person for whom the services are intended.*> The provider of the service 
must be a national of a Member State.*° This means, the requirements in relation 


30 K.Lenaerts/P.van Nuffel/R. Bray, Constitutional law of the European Union, \74. 

3! B.Terra/P.Wattel, European Tax Law, (2001) 37. 

32 PFischer/H.F.Kéck, Europarecht einschlieBlich des Rechtes supranationaler Organisatio- 
nen, (1995) p. 507. 

33, ECJ 30 November 1995, C-55/94 Gebhard, [1995] ECR I-4165, para. 25. . 

4 K_Lenaerts/P.van Nuffel/R.Bray, Constitutional law of the European Union, 189. 

35 K Lenaerts/P.van Nuffel/R.Bray, Constitutional law of the European Union, 228. 

6 Or a company formed in accordance with the law of the Member State, see in Art. 48 in 
conjunction with Art.55 of the EC Treaty. 
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to the provider of the services does not apply to the recipient of services. Thus 
third-country nationals who are not established within the Community may ben- 
efit from the freedom to provide services in their capacity as recipients of serv- 
Bac 37 

ices. 


When the provider of the services temporarily moves to another Member State, 
he enjoys the same rights as those that are granted to the migrant worker and the 
person who establishes himself in another Member State.38 Therefore, all directives 
implementing the freedom of establishment are also based on the Treaty provisions 
concerning the freedom to provide services.3? 


2.2 Definition of Services 


The EC Treaty provides a definition of services in Art. 50.4° The essential point 
is that services are normally provided for remuneration, in so far as they are not 
governed by the provisions relating to free movement of goods, capital and per- 
sons. It also provides an illustrated list of what is covered by the term “services”. 
It is obvious that there has been considerable case law on this point. Accordingly, 
services are considered an economic activity, which is normally provided for re- 
muneration.*! 


V. Difference between Freedom of Establishment and Freedom 
to Provide Services 


1. General Remarks 


The freedom of establishment is very similar to the freedom to provide services. 
Most statements are true for both and therefore it is difficult to differentiate the 
two. Art. 55 EC Treaty only refers to Arts. 45-48 and does not define exemptions, 
justification and the application for companies. The similarities are in the prohibi- 
tion of discrimination against their own nationals and the obligation to admit and 
let the beneficiaries of those freedoms circulate, reside and remain in their territo- 
ry.2 

The concept of establishment embraces activities other than in the course of 
employment, on the part of natural and legal persons. The decisive criterion in 
deciding whether a particular activity falls under the heading of establishment 
is whether the presence of the person or undertaking in the host Member State 


37_L.W. Gormley, /ntroduction to the Law of the European Communities, (1998) p. 751. 

38 B.Terra/P. Wattel, European Tax- Law, 37. 

39 P.S.R.F. Mathijsen, A guide to European Law (1999) 240. 

40 ‘Services shall be considered services within the meaning of his treaty where they are nor- 
mally provided for remuneration’. 

41 _L.W. Gormley, /ntroduction to the Law of the European Communities, (1998) p. 749. 

42 P.S.R.F. Mathijsen, A guide to European Law (1999) 225. 
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is on a permanent basis or not.*? Thus, in the Commission von Germany* 

the ECJ concluded that an undertaking of one Member State which maintain 
permanent presence in another State falls within the scope of the provisions 
establishment although the presence was not established in the form of a branch 
or agency, but merely by an office managed by the undertaking’s own staff or by 
an independent person authorized to act on a permanent basis for the undertaking.** 
The ECJ held that the concept of establishment involved the actual pursuit of an 
economic activity through a fixed establishment in another Member State for an 
indefinite period. 





The Treaty meaning of the freedom of establishment is therefore a very broad 
one, allowing a Community national to participate on a stable and continuous 
basis, in the economic and social interpenetration within the Community in the 
sphere of self-employed persons.*® In contrast, when the provider of services 
moves to another Member State, the provision of the chapter on services require 
that he has to pursue his activity there on a temporary basis. Undoubtedly, the 
key demarcation between the provision of services and the right of establishment 
is to found in the word ‘temporary’. The provider of services pursues his activity 
in another state on a temporary basis. This means, according to the ECJ, that the 
host state should impose on the person from another Member State who provides 
services on its territory, the same requirements based on the particular nature of 
the service.*” Therefore, the provider of the service must have the required qual- 
ifications to do so and is confronted with the exact same problems as the person 
wishing to establish himself in another Member State to carry out a regulated 
activity. 


The freedom to provide services can be considered as a residual rule to the 
freedom of establishment where the service provider exercises an economic activ- 
ity in the other state, without transferring his state of residence. 


2. Comparison with other fundamental freedoms 


The free movement of persons** and the free movement of establishment are 
often compared to the effect that each requires equal treatment of persons who are 
settled in a Member State.*” The free movement of persons prevents Member States 
from discriminating or imposing restrictions on both workers*? and self-employed 
4} L.W. Gormley, Introduction to the Law of the European Communities (1998) 731. 

44 ECJ 04 December 1986 C-205/84 Commission v Germany [1986] ECR 3755 at 3801. 

48 LW. Gormley, /ntroduction to the Law of the European Communities, 732. 

46 PCraig/Gde Buca, EU Law, 767. 

47 PS._R-F. Mathijsen, A guide to European Law, 240 et seq. 

48 Art. 39 of the EC-Treaty, this provision seek to attain an optimum allocation of supply and 
demand in the Community market through complete movement of economic operators. Fur- 
ther readings in Keon Lenaerts and Peit van Nuffel, Constitutional Law of the European — 
Union, (2005) 172. 

49 P.Craig/Gde Burca, EU Law, | 

50 Art.39 EC. 
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persons*! who are nationals of another Member State.52As a result, workers and 
self-employed persons are subject to different Treaty rules. The free movement of 
workers and the right of establishment apply in principle only to nationals of a 
Member State. Each Member State determines the conditions under which the nat- 
ural person acquires and loses his nationality.°>A Member State must recognize 
the conferral of nationality by another Member State without imposing additional 
conditions. 


A potential overlap between workers and temporary service providers can be 
seen in a series of cases concerning posted workers. The ECJ distinguished be- 
tween the two by ruling that workers employed by a business established in one 
Member State who are temporarily sent to another Member State to provide serv- 
ices do not, in any way, seek access to the labour market in that second State, if 
they return to their country of origin or residence after completion of their work. 


Free movement of workers, freedom of establishment and likewise freedom to 
provide services entail a right of residence for economically active persons. Fur- 
thermore, the Council*> adopted three directives governing the right of residence 
for Member State nationals, generally for employed and self-employed persons 
who have stopped working and for students. Consequently, part of the rules on free 
movement of persons also apply to nationals of Member State who are not eco- 
nomically active. The Council Directive, on the right of residence for employees 
and self-employment persons, grants Union citizens who are not engaged in eco- 
nomic activities the right to reside in another Member State, if they have sufficient 
resources for themselves and their family members and health insurance coverage 
in the host State.>° 


The free movement of capital and payments which is provided for in Art. 56 
EC constitutes a necessary support for the above freedoms. A transaction in goods, 
services or establishment in another Member States will often need investment, 
which requires a capital movement to another Member State. The aim of this pro- 
vision is to prohibit all restrictions on the movement of capital payments between 
Member States and third countries.°’ In this case, Art. 56 EC goes further than the 
Directive>® in that it also liberalises in principle capital movements with third coun- 


tries. 


5! Art. 43 EC. 

52 K Lenaerts/P.van Nuffel/R.Bray, Constitutional law of the European Union, 172. 

53 K.Lenaerts/P.van Nuffel/R.Bray, Constitutional law of the European Union, 174. 

54 25-October 2001, C-49/98, Finalarte Sociedade Construcao Cicil v. Urlaubs- und Lohnaus- 
gleichskasse der Bauwirtschaft, [2001] ECR I-7831, paras. 22-23. 

55 Council Directive 90/365/EEC of 28 June 1990 on the right of residence for employees and 
self-.employed persons who have ceased their occupational activity [1990]. O.J. L180/28; 
Council Directive 90/364 EEC of 28 June 1990 on the right of residence [1990] O.J.:;Council 
Directive 90/366 on the right of residence for students [1990] O.J.L180/30. 

56 K.Lenaerts, P.van Nuffel, Constitutional Law of the European Union, 180. 
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58 (Council Directive 88/361/EEC of 24 June 1988 for the implementation of the former Art. 67 
of the EC-Treaty [1998], O.J. L178/S. 
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V1. Differences and Similarities between the Freedoms of the E 
Treaty and the ‘Modes of Supply’ 


The ‘modes of supply’ that are defined in Art. 1:2 GATS have a broad 
and to it is difficult to establish whether this leads to similar freedoms as provi 
in the EC Treaty. 


The fundamental freedoms in principle apply only to nationals of a Mem 
State. Only Art. 59 EC, which deals with the free movement of capital, explici 
refers to relations with third countries. However, in the Saint-Gobain*® case, 
Court also gave protection to a permanent establishment in a third country on 
basis of Art. 43 EC. Accordingly, to be protected by the freedom to provide 
ices, the provider has to be a resident in and a national of a Member State of 
EU. A proposal of the Commission to enlarge the scope of the freedom to provi 
services to nationals of third countries who are residents of the EU has not 
passed by the Council at the present time. The fact that EC Member States belong 
to the WTO demonstrates that the persons covered are much broader under the 
WTO and that the European Union is operating in a narrower area.°! 


By considering all four Modes, Mode | and Mode 2 apply, in principle, to in- 
direct taxes while Mode 3 and Mode 4 also dealing mainly concerned income taxes, 
which are imposed on the income earned by service suppliers who set up an estab- 
lishment in the host state or move there in person.°*? My comparisons put a clear 
emphasis on Modes 3 and 4. 


The aim of the freedom to provide services in the EC Treaty is that cross-border 
services may not be discriminated against by a Member State. To reach this goal, 
four situations can be distinguished, which I compare to Art. 1:2 GATS. The first 
is where the service provider moves from one Member State to another to provide 
the service. The second occurs when it is not the provider who moves but the re- 
cipient, so that the recipient goes to another Member State to receive services. In 
the third situation, neither the provider nor the recipient moves, the service is being 
provided and received by means of telecommunication or other data traffic, par- 
ticularly in the field of financial transactions or mail. The final scenario is that both 
the service provider and the recipient move from their respective Member States 
to a third Member State so that the performance of the service takes place in the 
third Member State.* 


Like in the GATS, the accent is clearly put on the provider of the service and 
the freedom to provide service covers all four modes of supply referred to in the 
GATS. Nevertheless, the protected action of services is broader in the GATS than 
in Community law. The latter is confined, with regard to nationals of non-member 


59 ECJ 21-September-1999, C-307/97 Saint-Gobain [1999] paras. 47, 58 and 63. 

60 WH. Roth, in M.A. Dauses, Handbuch des EU-Wirtschaftsrechtes, (1999), 113 et seq. 

6! J.H Bourgeois, The European Court of Justice and the WTO: Problems and Challenges, in 
JH. Weiler, The EU, the WTO and the NAFTA, (2002), 73. 

62 M_Lang/J.Herdin/I.Hofbauer, WTO and Direct taxation, (2005) 34. 

63 PJ.G Kapetyn & P. Verloren van Themaat, Introduction to the law of the European Com- 
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countries, to regulating questions of secondary establishment and of the supply of 
services from a first establishment within the Community. 


The freedom to provide services is seen as a temporary right that does not nec- 
essarily involve residence. When compared with ‘Mode 4’, it also refers to the 
cross-border delivery of services through the temporary movement of persons. The 
notion ‘non-permanent’ is, however, not specified in the GATS and WTO members 
have interpreted it differently in their schedules of services by making reference 
to periods varying between three months and six months.® An establishment is 
more permanent in nature and would lead to ‘Mode 3’, within the meaning of the 
GATS as well. With respect to the freedom to provide services, it appears to be 
quite similar. However, in the Gebhara’® case, the ECJ made it clear that the tem- 
porary nature of the provision of services did not mean that the service provider 
could not equip him or herself with some form of infrastructure in the host Member 
State. The infrastructure could include an office, chambers or consulting rooms, 
which are necessary for the purposes of performing the services concerned. 


The supply of a service by a service supplier of a Member State through the 
presence of a natural person does not say that this activity must take place only on 
a self-employment basis, as is stated in Art. 49 EC. The natural person may also 
be employed for a short period through a foreign company. Therefore, it is possible 
that a consultant assists a foreign client in the client’s home country by temporarily 
moving there or the consultant is employed for a short period in a foreign company 
and offers his knowledge to the foreign client. For the application of Art. 49 EC, 
a self-employment activity is an unavoidable requirement; otherwise it would fall 
under the freedom of movement of workers.®° 


It can be concluded that requirements such as residence or permanent estab- 
lishment are prohibited as this would lead to a deterioration of the freedom to pro- 
vide services. Whenever a permanent element is involved it falls under the freedom 
of establishment. For the purpose of the GATS, every kind of establishment offer- 
ing services in the other Member State that is considered to be permanent falls 
under this provision. In the EC Treaty the right of establishment includes the free- 
dom to set up and maintain more than one place of work within the Community.®’ 
This means that when a legal and natural person can move his entire business to 
another Member State, this would be also covered in ‘Mode 3’ and leads to the 
same result. 


The GATS provides no guaranteed access for ‘Mode 4’ suppliers. Access is 
determined by the nature of each member’s specific commitments®*. Generally, 
these commitments are quite restrictive and are often subject to economic needs 
tests. ‘Mode 4’ covers service suppliers at all skill levels and members’ commit- 





64 Pitschas, in PrieB/Berrisch, W7O-Handbuch World Trade Organisation, 507. 
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urati di Milano [1995] ECR I-4165 at 4195. 

66 Art. 39 EC. 

67 PS.R.F., A Guide to European Union Law, 228. 
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ments tend to be limited to higher skilled categories such as managers, specialists 
and professionals. Access under ‘Mode 4° can also be affected by licensing re- 
quirements, including recognition of qualifications, as well as restrictions under 
“Mode 3’. There are no specific provisions in the GATS for facilitated entry, al- 
though some countries’ specific commitments may include measures to facilitate 
entry.°’ There is no compulsion on member countries to open up a particular sector, 
activity or a particular mode of supply if there are sensitivities. Hence, the GATS 
commitments structure tries to strike a balance between commercial interests, on 
the one hand, and regulatory concerns and public policy objectives, on the other.” 
The EC Treaty provisions provide a broad right of mobility because they apply to 
movement of workers, the self-employed and to services suppliers. No visas or 
work permits are generally required although the limits on the freedom to provide 
services can also be determined by the degree of liberalisation in a given service 
sector. Special conditions also apply for transport, banking and insurance servic- 
es.’'! Thus, certain measures that interfere in the freedom to provide services are 
also justified.’? A comparability to the restrictions in the field of ‘modes of supply’ 
can be seen in a very broad sense with the justification by liberalisation of the 
service sector. The removing of obstacles in this field will require an enormous 
effort from all parties involved. 


VIL. Justifications for Differential Tax Treatment in Cross- 
Border Situations 


In direct taxation matters, discrimination usually occurs in respect of non-res- 
idents who do not receive national treatment in the target state. This prohibition of 
direct discrimination is a part of the general EC law principle of equal treatment, 
which requires persons in similar situations to be treated equally and provides that 
persons in different situations do not have to be treated equally.’* However, the 
ECJ’s case law shows that not only unequal treatment of non-residents is prohib- 
ited, but also unfavourable treatment of residents if that unfavourable treatment is 
based on the fact that there is some cross-border economic element in their cir- 


cumstances. 4 


several of the four ways, while many others by their nature cannot. For instances, the services 
of a professional adviser may possibly be supplied though a visit to him by his foreign client, — 
by mail, through an office maintained in the client’s country or by a personal visit to that 
country. On the other hand, a tourist can only enjoy a foreign country’s beaches by going 
there, http://www. wto.org/en glish/tratop_ e/serv_e/gsintr_e.doc. 
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The GATS prohibition of discrimination applies to all measures that affect serv- 
ices or services suppliers and may therefore also apply to income taxes, in partic- 
ular with respect to Modes 3 and 4. This principle can be found in Art. XVII:2 
GATS, which states that national treatment is met “by according to services and 
service suppliers of any other Member, either formally identical or formally dif- 
ferent treatment to that it accords to its own like services and suppliers”. This na- 
tional treatment obligation merely requires the Member States to commit to a na- 
tional treatment obligation on a selective basis by undertaking specific market ac- 
cess and national treatment commitments in their respective schedules of commit- 
ments.’> Hence, national treatment under the GATS is not a general commitment 
like it is in the GATT, it applies only to scheduled sectors. Furthermore, 
Art. XIV:GATS regarding General Exceptions provides an important level of pro- 
tection for national laws dealing with various consumer protection and privacy 
problems, but it is still subject to interpretation by the WTO. Therefore, some na- 
tional governments are pushing for a narrow interpretation of this provision. 


Until now, the ECJ has accepted very few justifications put forward by Member 
States for national discrimination or restriction especially in cross-border situa- 
tions.’° Only three justifications have been more or less successful in tax matters. 
The first is fiscal cohesion’’, which means the need to protect the integrity of the 
national tax system, the second concerns the need for effective fiscal supervision’® 
and the third, the need to prevent abuse of law.’? However, the law must be pro- 
portionate to its aims. If the ECJ concludes that the restrictive law will not in fact 
achieve its public policy goal, it will hold that it is contrary to EC law and will 
direct the Member State to enact a less restrictive alternative.*° 


In WTO law it is hard to argue that such arguments are used in WTO cases as 
well. In order to determine the real level of market access represented by a given 
schedule it is therefore necessary to examine the range of activities covered in each 
service sector and the limitations on market access and national treatment pertain- 
ing to the different modes of supply. In addition, in cases where a country has also 
tabled a list of MFN exemptions, this must be examined in order to assess the extent 
to which the country gives preferential treatment to, or discriminates against, one 
or more of its trading partners, e.g. cohesion of tax systems requires a very high 
level of integration, which is not a present aim of the WTO system. 
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VILL. Conclusion 


By pointing out the different elements of the scope of the agreements, it be- 
comes apparent that the scope of the GATS is very broad and leaves room for a 


very broad application in the service sector. The GATS applies to measures of WTO 


members affecting trade in services.*! The fact that a general definition of services 
is not covered in the GATS means that services under the EC Treaty can be sub- 
sumed under WTO law as well and it represents in both types of law the important 
and difficult area of dealing with services in general. 


It is apparent that the concept of services in the GATS is wider than in Com- 
munity law. The application of trade in services through the supply of services in 
the four different modes and the broad understanding of this Agreement show the 
complex structure of the Agreement. By considering the cross-border supply and 
consumption of services (Mode | and 2) and the cross-border movement of the 
service supplier through the establishment of branches and subsidiaries (Mode 3) 
or in person (Mode 4). The main emphasis was put on Mode 3 and 4 in this paper, 
since in my point of view, this presents the closest link to the freedom of establish- 
ment under Art. 43 EC. The permanent nature of Art. 43 EC is reflected in the 
commercial presence of Mode 3. In comparison, self-employed activity for the 
application of Mode 4 is not mandatory. 

Freedom to provide services of a temporary nature, which can be seen under 
the EC Treaty as an a residual rule, is closely connected with all four modes of 
supply referred to in the GATS. 

Notwithstanding the common features and differences between the EC Treaty 
and the WTO described above, the aim in the EC Treaty is based on the completion 
of an internal market and the WTO seeking to guarantee undistorted import and 
export between various markets. The WTO is concerned with goods and services 
and the free movement of establishment and freedom to provide services are be- 
yond this scope. It will depend on further developments in which direction the 
WTO and the European Community will go in the future. 





8! M. Krajewski, International Regulation and Trade Liberalization in Services, 42. 
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I. Introduction 


In the accelerated process of globalization it is important not only to be able to 
take advantage of new markets and trading possibilities, but also to know what 
obligations one has already agreed on in international agreements, as they might 
affect plans for further development of economic integration between two or more 
parties. 


To give an example, the European Union is constantly improving market con- 
ditions within its borders. In addition to this development the neighbouring states 
are involved in negotiations with the Union either on the direct way to becoming 
a future member or with the objective to gradually remove trading barriers in order 
to improve economic relationships between the two parties. 


This makes it important to examine to what extent existing multilateral agree- 
ments such as the GATT and the GATS, established by the WTO, have an effect 
on these bilateral contracts between the European Union and a third party. The 
Most Favoured Nation principle in particular could be violated since some agree- 
ments between the EU and third countries might implement the removal of trading 
barriers that may also be claimed by other WTO Members. In this contribution a 
selection of the bilateral agreements between Switzerland and the European Union 
will be the focus of attention. These treaties will first be introduced with regard to 
their main subject through a more detailed presentation of those agreements cov- 
ering tax matters. The provisions of WTO law will then be reviewed to determine 
their scope regarding issues in the field of taxation in general and later specifically 
the EU-Swiss agreements described here. Although the main question is whether 
a violation exists, it will also be interesting — in the case of an existing violation — 
what the chances are that a particular WTO member state is likely to claim the 
benefits from the EU-Swiss Agreements and what possibilities the Dispute Settle- 
ment Body (DSB) of the WTO has to respond to the possible claims. 


II. Treaties Concluded between the European Union and 
Switzerland 


The bilateral agreements that have been concluded until now were established 
in two different steps. The first set of seven sectoral agreements, from hereon re- 
ferred to as “Bilateral I, entered into force on June 1, 2002.! 


The result of the second round of bilateral negotiations known as “Bilateral II” 
included — as far as taxes are concerned — the taxation of savings, the fight against 
“tax fraud and the like” and the application of the Schengen/Dublin agreement. 
The agreements were signed in Luxembourg on October 26, 2004 and later entered 
into force on July 1, 2005. 





| Breitenmoser, Sectoral Agreements Between the EC and Switzerland: Contents and Context. 
Common Market Law Review 2003, 1137 (1137). 

2 Oberson, Agreement between Switzerland and the European Union on the Taxation of Sav- 
ings — A Balanced “Compromis Helvétique”, BJFD 2005, 108 (108). 
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1. Bilateral Agreements | 


The fields of trading included here are the free movement of persons (AFMP), 
air transport (AAT), rail and road transport (ARR), agriculture (ATAP), public pro- 
curement (AGP), scientific and technological corporation (ASTC) and the mutual 
recognition of conformity assessment (MRA).> A closer look will be taken at the 
AFMP as here in particular the treatment of certain service providers might fall 
within the scope of WTO law. 


The aim of the AFMP* is to establish the same treatment for the movement of 
persons as is applied in the European Community.° The free movement of persons 
grants nationals of Switzerland and the European Union the right to establish res- 
idence in the other territory (with or without starting an economic activity). More- 
over, the activities of service providers will be treated in such a way that services 
may be provided in the other territory, with a time limitation of 90 days of actually 
exercised work.® Especially the last-mentioned aspect will be subject to further 
discussion in the light of the WTO. 


2. Bilateral Agreements II 


These agreements cover the fields of services, double taxation of retired EU 
civil servants pensions, liberalization of trade in processed agricultural products, 
environment, statistics, education/occupational training/youth, media, Schengen/ 
Dublin, the fight against fraud and savings income. Before concluding the agree- 
ments, however, the field of services was taken of of the list of subjects.’ In the 
further discussion about possible WTO law violations the Savings Tax Agreements 
will be presented in greater detail. 


2.1 EU-Swiss Savings Tax Agreement 


Three pillars can be distinguished in the Savings Agreement. First there is the 
retention of withholding tax on interest by Swiss paying agents for payments to 
residents of the EU. Switzerland is under certain circumstances obliged to levy a 
withholding tax on the interest paid, if the information about the beneficial owners 
is not disclosed voluntarily by them. Second, the information regarding the income 
must be exchanged as to avoid tax fraud and the like. In earlier stages of the de- — 
velopment of this agreement aiming at disclosing information about holders of 


7 Breitenmoser, Common Market Law Review 2003, 1138; the agreements are published in 
the Official Journal of the European Communities (OJ) 2002, L 114/1 in the Systematic 
Collection (SC) of Swiss law and in the Federal Journal (FJ) 1999, 6489-7110. 

4 AFMP of 21 June 1999, O/ 2002, L 114/6; SC 0.142.112.681; FJ 1999, 7027. 

5 Beiser, Die dsterreichische Wegzugsbesteuerung beim Wegzug in die Schweiz, OStZ 2005, 
262 (263). 

6 Cadosch, Switzerland: Taxation of Employment Income — Compliance of Swiss Tax Law 

with the EC-Swiss Sectoral Agreement on Free Movement of Persons, /ntertax 2004, 586 

(587). 

Breitenmoser, Common Market Law Review 2003, 1141. 
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Swiss bank accounts, Switzerland had raised concerns that this could violate bank- 
ing secrecy and thus was reluctant to agree to it. Only the specific design of the 
agreement made its conclusion possible. 


As an exchange for this concession made by Switzerland, the EU extends pro- 
visions comparable to those in the Parent-Subsidiary Directive’ and the Interest 
and Royalty Directive? to Switzerland!” in the third part of the Agreement. 


2.1.1 Retention on Interest 


The retention of a withholding tax on interest is established to secure the tax- 
ation of that interest arising in Switzerland with the beneficial owners being resi- 
dents of the European Union. Formerly, Swiss banking secrecy made it virtually 
impossible to track the interest payments being made to European residents and 
due to the lack of information on the European side taxation of the income from 
interest arising in Switzerland could not be guaranteed. 


The measures generally resemble the provisions of the EU Savings Directive, !! 
however, they cannot be considered a mere extension of it. The main difference 
from the provisions of the EU Savings Directive is that additional taxes and reten- 
tions levied by either the EU Member States or Switzerland on that same payment 
of interest that are not levied on the base of this agreement can be credited against 
the amount of the retention. 


2.1.2 EU Parent-Subsidiary Directive and Interest and Royalty Directive 


The dividends being paid by a subsidiary to its parent are not subject to taxation 
in the state of source under Art. 15 (1) of the Savings Agreement. The application 
of this rule depends on the fulfilment of several requirements. A 25% minimum 
direct holding of the parent in the capital of the subsidiary has to be provided for 
and must exist for at least two years. The Parent-Subsidiary Directive requires only 
a 10% shareholding and there is an option to replace the participation criterion by 
a voting rights criterion. Further, of the two companies in question one has to be 
an EU Member State resident and the other a Swiss resident. Neither one of the 
companies may be at the same time resident in a third state under a tax treaty with 
that state. Each company has to be in the legal form of a limited company and 
subject to corporate taxation without being exempt. Here another difference can 
be noted as the EC Directive also includes permanent establishments. Art. 15 (2) 
of the Savings Agreement provides the requirements for the application of the pro- 
visions for interest and royalty payments. The requirements are the same that also 


8 Council Directive 90/435/EEC of 23 July 1990 on the common system of taxation applicable 
in the case of parent companies and subsidiaries of different Member States. 

® Council Directive 2003/49/EC of 3 June 2003 on a common system of taxation applicable 
to interest and royalty payments made between associated companies of different Member 
States. 

10 Oberson, BIFD 2005, 109. 

1 Council Directive 2003/48/EC of 3 June 2003 on taxation of savings income in the form of 
interest payments, O/ L 157/38 of 26 June 2003. 
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apply for dividends. Also here the differences with the EC Directive are the im- 
possibility of replacing the participation criterion with the voting rights criterion 
and the limited scope to companies with limited liability.'? 


2.2 Elimination of Double Taxation and Revenue Issues 


The existing tax treaties between Switzerland and the EU Member States do 
not prevent the implementation of the retention measures. With respect to the tax 
credit for the retention, the residence state of the beneficial owner is further obliged 
to repay excess parts of the retention if the interest is not sufficiently taxed under 
domestic tax law. According to the Memorandum of Understanding signed togeth- 
er with this Agreement, the contracting parties consider this arrangement to be 
acceptable and balanced and therefore to safeguard the interests of both parties. 
Of the revenue arising from the retention on interest, Switzerland is entitled to keep 
25% and the remaining 75% is transferred to the European Union". 


3. Results of the Treaties Concluded for the Swiss and European Economy 


The objective behind the conclusion of these agreements is the gradual estab- 
lishment of an economic and political integration of Switzerland and the EU on 
the way for Switzerland to possibly become a Member in the future. At this stage, 
the relationship with Switzerland as an important trading partner in the centre of 
Europe must be improved. The EU-Swiss Agreements are not as detailed as the 
European Economic Agreement,'* but do go beyond regular trading agreements 
with other third states.'> It remains to be seen how much they can contribute to 
process of the integration of Switzerland into the European Union and what prac- 
tical problems will be encountered on the way. Against this background a review 
clause has been implemented in Art. 13 of the agreement. It makes it necessary 
that the parties consult each other at least every three years to report their experi- 
ence in regard to the implementation of the measures and to evaluate whether 
amendments to the provisions appear to be necessary, also taking into account in- 
ternational developments.'® In the fields that are included in the agreements Swit- 
zerland accepts the responsibility of the ECJ concerning legal conflicts.'’ 


4. Characterization of the Treaties under International Treaty Law 


The treaties discussed here are generally considered to have been concluded 
bilaterally. However, one has to keep in mind that the European Union has no legal 


12 Oberson, B/FD 2005, 113. 

13 Oberson, B/FD 2005, 109. 

i4 European Economic Agreement of 2 May 1999, OJ 1994, L 1/3. 
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personality enabling it to conclude international contracts. The EU used the Euro- 
pean Community, represented by the Commission, to conclude these types of trea- 
ties if they were indeed concluded bilaterally. In addition, however, some of the 
different agreements — like the AFMP — were signed not only by Switzerland and 
the Commission, but also by the various Member States of the European Union. 
The treaties constitute agreements of public international law which are to be in- 
terpreted according to the Vienna Convention on the Law of Treaties.!* In addition, 
the European Court of Justice and other institutions of the European Union also 
apply a number of rules and standards regarding the application and interpretation. 
Due to their nature as international law, the agreements concluded are automati- 
cally integrated into the existing structure of EU and Swiss law. With regard to 
European law, they rank between primary and secondary law.!? In Switzerland in- 
ternational treaties rank above the law of the state and the different Cantons under 
Art. 5 (4) of the Federal Constitution.2° A further discussion of interrelations be- 
tween EU and Swiss law is not necessary at this point as it would not contribute 
to the development of the question at hand. 


Il. WTO Law 


1. Principle of Non-Discrimination 


Keeping in mind that the EU-Swiss Savings Agreement grants Switzerland the 
advantages that inbound dividends, interest and royalties will not be subject to 
source taxation in the other country, this will certainly have an effect on general 
international trade or cross-border trade in services by Swiss companies. The ques- 
tion is whether this result affects WTO law. 


In the following section the possible application of the Most-Favoured-Nation 
treatment (MFN) to the EU-Swiss agreements will be examined. The question is 
whether the advantages granted between the parties must also be given to third 
WTO member states, whether the existing exceptions and carve-outs in WTO law 
might be applicable or whether the measures in question do not fall in the scope 
of the WTO law and as a result the other states may not take advantage of MFN 
treatment with regard to these agreements.*! The other non-discrimination princi- 
ple applied in WTO law — the National Treatment principle — appears to be of minor 
interest in this respect and will therefore not be referred to hereafter. 


18 Vienna Convention on the Law of Treaties, 23 May 1969, 1155 UNTS 1980, 331. 

19 Breitenmoser, Common Market Law Review 2003, 1144. 

20 Breitenmoser, Common Market Law Review 2003, 1149; Hangartner, Art. 5—Grundsitze recht- 
staatlichen Handelns, in Ehrenzeller/Mastronardi/Schweizer/Vallender (eds.) Die schweiz- 
erische Bundesverfassung — Kommentar (2002) 51 No 4, 63 et seq. 

21 Weber/Skripsky, Verhaltnis Bilaterale Vertrage zum EU-Recht und WTO-Recht, in Thiirer/ 
Weber/Zich (eds.) Bilaterale Vertrdge Schweiz — EG (2002) 65 (66); Cottier/Panizzon, Die 
sektoriellen Abkommen und das Recht der WTO: Grundlagen und Spannungsfelder (2001) 
44, 
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1.1) MEN in Art. }GATT 


The MEN is implemented in Art. | of the GATT, when it is provided that: “[...] 
any advantage, favour, privilege or immunity granted by any contracting party to 
any product originating in or destined for any other country shall be accorded im- 
mediately and unconditionally to the like product originating in or destined for 
territories of all other contracting parties.” This principle is part of the non-dis- 
crimination clauses the WTO members have to respect regarding their trading ac- 
tivities and related agreements with other countries. Legally, the GATT is an agree- 
ment on non-discrimination between the states involved and the trading activities 
among them.*? 








Only in certain circumstances may international trade agreements liberalize 
commercial relationships between two parties without giving the other WTO mem- 
bers the opportunity to take advantage of MFN. The justification for the non-rec- 
ognition of MFN can be found in general exceptions stated in Art. XX GATT or 
the special exception for free trade areas. The latter is laid down in Art. XXIV 
GATT.} Two requirements would have to be fulfilled. Under Art. XXIV:5 GATT, 
the free trade agreement may not increase the burden on parties not included. Sec- 
ond, almost the total trade has to be covered as provided for in Art. XXIV:8— 
GATT.** This exception has to be interpreted in a qualitative and a quantative 
sense.?> 


1.2 MEN in Art. IL GATS 


In principle, the provisions of the GATS cover a wide range of internationally 
provided and consumed services and also aim at an unlimited mobility of service 
suppliers either via a type of establishment or in person. A large number of domes- 
tic provisions can fall within the scope of the GATS as all measures that affect 
either the service providers in their activities or the establishment of a commercial 
presence through a subsidiary, branch or office are included.*° 


Under Art. Il GATS — where MEN is implemented — the same favourable meas- 
ures applied to the cross-border trade of services with one particular member state 
have to be made available to all other members as well.?’ This provision affects 
the treatment of services as well as the treatment of the respective service suppliers. 
The GATS, like the GATT, provides a number of exceptions for the application of 


22. Horn/Mavroidis, Economic and legal aspects of the Most-Favored-Nation clause, European 
Journal of Political Economy 2001, 233 (234). 

2) Berrisch, Der volkerrechtliche Status der Europaischen Wirtschaftsgemeinschaft im GATT, 
in Schweizer/Simmer (eds.) Europarecht ~ Vélkerrecht, Band 38 (1992) 240; Schwartz/ 
Sykes, Toward a Positive Theory of the Most Favored Nation Obligation and Its Exceptions 
in the WTO/GATT System, /nternational Review of Law and Economics 1996, 27 (27). 

24 Weber/Skripsky, in Thiirer ‘Weber/Ziach (eds.) Bilaterale Vertradge Schweiz — EG, 74. 

25. Weber/Skripsky, in Thiirer/Weber/Zach (eds.) Bilaterale Vertraége Schweiz ~ EG, 74. 

26 Van Thiel, General Report, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation ( 2005) 


13 (34). 
27 Sorensen, Direct Taxation and the WTO Agreements, European Taxation 2002, 206 ( 212). 
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MEN with regard to certain domestic provisions, thus giving the individual state 
an increased amount of flexibility when entering the negotiations for bilateral 
agreements that later might have an effect on third states. 


General exceptions from the application of the GATS are allowed if domestic 
measures are applied in connection with the following categories. First, the provi- 
sions may be implemented if they are part of a set of regional economic integration 
activities (Art. V and Art. V bis). Second, they can also be made for use in the 
public interest (Art. XIV and Art. XIV bis). The third category concerns the carve- 
out for income tax provisions and double tax conventions (DTC) (Art. XIV). A 
restriction is made for measures in the latter category as it is not allowed to apply 
measures that provide for discrimination that is arbitrary or cannot be justified. 
Also, any indirect or disguised restrictions on trade are prohibited (Art. XIV). De- 
spite the fact that generally income tax measures may surely “affect” the trade of 
services in the above sense either by implementing indirect taxes for the cross- 
border supply of services or by direct taxes affecting the establishments of the serv- 
ice providers, the number of exceptions in this field makes it difficult to actually 
make claims based on MEN in tax issues. These exceptions are included in the 
GATS either by a list of specific measures to be excluded or by the explicit exclu- 
sion of measures applied in order to avoid double taxation. The latter may be in- 
cluded either in the bilateral tax treaties, but also in other international contracts 
such as friendship agreements.?8 


2. Influence of GATS and GATT on Direct Taxation 


As the EU-Swiss Agreements covered here concern measures of income taxa- 
tion, an overview will be given at this point as to how the scope of the WTO law 
affects national jurisdiction in this field and as a result also bilateral treaties and 
relations.”° 

With the assurance of free trade being the main objective of the GATT, the 
agreement affects not only tariffs or indirect taxes as possible threats to free trade. 
Direct taxes may come into focus, if, for example, the tax rate of the income tax 
depends on the ratio of income from exports or whether domestic products are 
being invested in. Usually reference is to the provisions of the GATT when tariffs 
are levied on the import of certain goods. Domestic tax law plays only a minor role 
in this regard as it differentiates between domestic and cross-border situations, but 
rarely between different source states of goods. However, any type of indirect or 
direct taxation has to be taken into account as soon as it causes different treatment 
within a group of imported goods.*° 


However, the connection to direct taxes with regard to MFN in the GATT is 
not as easily made. Domestic tax measures generally concern all cross-border 





28 Van Thiel, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 35. 
29 A discussion in greater detail about this issue can be found in the contributions of Michael 


Schyle and Stefan Falis. 
30 Schén, WTO und Steuerrecht, Recht der internationalen Wirtschaft 2004, 50 (54). 
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transactions and do not make a distinction as to what the origin or destination of a 
particular transaction is. As a result, it would be more likely that the use of DTCs 
could be affected by MFN as their provisions cover the treatment of activities be- 
tween the two contracting parties. However, tax treaties do not specifically concern 
the trade of goods.*! 


The influence of the GATS is clearer in this respect as it protects not only the 
rights of the state in which the services are being rendered, but also the possible 
discrimination of the one rendering the services, which obviously can also include 
income taxes. Also, the income taxes levied by a state in which the service provider 
has set up another establishment could generally be included in the scope of the 
GATS.» The numerous exceptions granted by the GATS, however, apparently lead 
to the fact that in practice taxes on income are not as relevant in this regard as the 
indirect taxes on the services rendered.**> Whether these exceptions have such a 
broad scope as to also cover the tax provision of the EU-Swiss Agreements and 
therefore prevent them from applying MFN remains to be examined. 


3. WTO Law and Double Tax Conventions 


The purpose of the EU-Swiss Savings Agreement is, on the one hand, securing 
taxation in the event that the beneficial owner is not disclosed and, on the other 
hand, reducing source state taxation on dividends, interest and royalties. The ob- 
jective is therefore to avoid double non-taxation and to reduce economic double- 
taxation. As these aims resemble those of double tax conventions it is possible that 
the Savings Agreement is treated similarly to a double tax convention in the scope 
of WTO law. In the following paragraphs the effect of WTO law on DTCs will be 
reviewed. 


Basically, all the existing bilateral DTCs grant a different treatment to the re- 
spective treaty partner as the result of negotiating that particular treaty. Thus, the 
question arises when the provisions of the treaty can be subject to a challenge under 
WTO law.** 


The question remains whether the MFN in the GATS is Art. XIV (e). It allows 
the WTO member states to impose different treatment for trade in services in the 
case that actually aim at avoiding double taxation or from measures that serve this 
same purpose but are integrated in other international agreements or arrangements 
binding the respective member state. As a result, not only DTCs themselves are 
excluded from the application of the MFN in the GATS but also measures with the 
same purpose implemented in friendship or establishment agreements. However, 
this carve out is limited to the extent that these measures do not constitute an in- 
fringement of the prohibition of arbitrary or unjustifiable discriminations or dis- 





7 Van Thiel, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 23. 
32 Sorensen, European Taxation 2002, 212; Van Thiel, in Lang/Herdin/Hofbauer (eds.) WTO 


and Direct Taxation, 36. 
33. Schon. Recht der internationalen Wirtschaft 2004, 51. 
34 Sorensen, European Taxation 2002, 212. 
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guised restrictions on the trade of services. It cannot be finally concluded, though, 
to what extent the differing withholding tax rates on outgoing dividends, interest 
or royalties, in particular, could not constitute a means of arbitrary discrimination. 
The interpretation of the scope of the chapeau on the exception for double tax 
avoidance measures and what characterizes an avoidance measure of double tax- 
ation has not been not finally determined.35 


In accordance with the Gilly** decision of the ECJ, it is argued that the allocation 
of tax jurisdiction in DTCs cannot be considered to constitute a discriminatory 
measure. Two further questions can be raised. On the one hand, there are doubts 
that, even if a particular measure was found to be discriminatory, the situations in 
the two countries can be considered to be sufficiently similar in the sense of the 
GATS provision. On the other hand, it is questionable whether the credit system 
applied in the other country for withholding taxes imposed by the source state on 
the inbound dividends serves as a fair allocation system of tax jurisdiction.>” 


The question remains whether the exceptions implemented in the GATS for tax 
treaties do in fact apply for DTCs in general or solely for the specific provisions 
that actually aim at avoiding double taxation. In the Rust conference a textual in- 
terpretation was used to conclude that the scope of MFN only excludes the single 
provisions. In the event that this interpretation is valid or that in fact treaty provi- 
sions may constitute arbitrary discrimination or a disguised restriction on trade, 
one has to ask what effect this will have on the treatment of outbound dividends 
in different treaties.** Also, with the objective in mind of providing for a worldwide 
trade of services free of discrimination the complete carve-out of double tax con- 
vention provisions from the scope of WTO law is not recommendable.*? 


The GATS protocol for financial services*” allows the member state to impose 
measures for the protection of investors or to secure the safety and integrity of the 
financial system. The mere fact that certain countries have a low tax rate, protect 
banking secrecy or restrict the exchange of information to actions of tax evasions 
and the application of DTCs is not considered to constitute a violation of WTO 
law.*! 

As the EU-Swiss Agreements are to be interpreted by the Vienna Convention, 
one may take Art. 31 (3) (b) of the Convention into account when interpreting 
Art. | GATT. Following this paragraph, mutual practice of the contracting parties 
of an international agreement can be seen as an implicit agreement on the scope 
of the treaty. It is therefore argued that the fact that in 57 years of applying the 
GATT no conflict concerning DTCs has arisen leads to the conclusion that, on the 
lines of the carve-out for tax treaties in the GATS, the same applies implicitly for 





35. For further comments hereto, see the contribution by Paula-Alicia Galan Sobrevia. 

36 ECJ 12 May 1998, C-336/96, Gilly [1998] ECR I-2793. 

37. Van Thiel, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 36. 

38 Van Thiel, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 41. 

39 Bartholet, WTO und Steuern — Interdependenzen von WTO-Grundprinzipien und nationalen 
Steuer- und Abgabenrecht, ASA/Archives 2003/2004, 337 (441). 

40 Entry into force of the 5th protocol of the GATS on March 3", 1999. 

41 Bartholet, ASA/Archives 2003/2004, 363. 
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the GATT.* In any event, it can be said that there is no unanimous opinion on 
whether the MEN in the GATT applies to tax treaties. The character of DTCs them- 
selves raises the most serious doubt as to whether they might be subject to MFN. 
They are, in principle, concluded bilaterally and are the result of negotiations lead- 
ing to a balanced agreement with concessions having been made on both sides. 
Applying the MFN would mean that third parties not having participated in the 
negotiations of the treaty would benefit from certain favourable provisions, but 
without having to take on the obligations that most likely have been agreed upon 
by that party in order to achieve the benefits.** 


Double taxation conventions are a result of negotiations and concessions being 
made on both sides. They take into account the characteristics of the tax systems 
of the negotiating parties and the individual economic and political relationship. 
The party possibly receiving benefits from other tax treaties through claims on the 
grounds of the MFN principle would not be obliged to exchange information with 
the tax administration of the other state or to impose the necessary measures to 
avoid double taxation. This might result in a distortion of the allocation of tax 
jurisdiction and the main purpose of the treaties. 


lV. EU — Swiss Agreements and WTO Law 


1. Bilateral lin the Light of WTO Law 


Focusing on those agreements that might have an effect on taxation issues, the 
most relevant part of Bilateral I would have to be the Agreement on Free Movement 
of Persons. The concessions made here for service providers from the EU go be- 
yond those implemented in the GATS. In the AFMP any natural person or company 
receives a limited permission to render services of any kind within Swiss borders 
following Art. 5 (1) of the Agreement and Art. 17 of Annex | of the Agreement. 
In contrast, according to GATS/SC/83* only managers, specialists or service pro- 
viders or persons specifically sent to set up a branch would be granted this permis- 
sion for limited access to Switzerland.” 


#2 Liszicza, National Report Hungary, in Lang/Herdin/Hofbauer (eds.) W7O and Direct Taxation, 
381 (388); in the Namibia-Case 1971 the International Court of Justice held that due to the fact 
that in 26 years of pratice the voluntary abstention of a permanent member of the Security 
Council did not constitute a bar to the validity of Security Council decisions; the presence of 
all members during the voting was not obligatory for decision to have effect; www. icj-cij.org/ 
icjwww/idecisions/isummaries/inamsummary710621.htm, 5 June 2006, LEGAL CONSE- 
QUENCES FOR STATES OF THE CONTINUED PRESENCE OF SOUTH AFRICA IN NA- 
MIBIA, Advisory Opinion of 21 June 1971. 

43 Van Thiel, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 24. 

44 Lennard, The GATT 1994 and Direct Taxes, in Lang/Herdin/Hofbauer (eds.) WTO and Di- 
rect Taxation, 73 (100). 

48 GATS, Switzerland — Schedule of Specific Commitments, GATS/SC/83 of 15 April 1994. 

46 Weber/Skripsky, in Thiirer/ Weber) Zach (eds.) Bilaterale Vertraége Schweiz — EG, 82; Cottier/ 
Panizzon, Die sektoriellen Abkommen und das Recht der WTO: Grundlagen und Spannungs- 


felder, 66 et seq. 
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It could be possible for the bilateral agreements in question that follow the free 
trade agreement from 1972 between Switzerland and the European Economic 
Community to constitute a free trade area in the sense of the exceptions imple- 
mented in the WTO provisions.*” This would make it necessary that the agreements 
have a substantial sectoral range of application and almost completely remove dis- 
criminatory measures in cross-border transactions.*® 


With respect to the first set of agreements this argument would have to be denied 
as the range of economic transactions covered by the treaties is not sufficient in 
order to fulfil the requirement for an exception. There is the further possibility for 
WTO member states to specifically exempt certain provisions from the application 
of the MFN in GATS under Art. II (2) GATS. In this case Switzerland has made 
use of this right with respect to natural persons rendering services on Swiss terri- 
tory. Companies and cross-border services are not covered by this implemented 
carve—out, making it possible for third parties to establish claims on these grounds. 
These concessions made to the EU may be requested by other WTO members as 
well. Despite this fact, the remaining individual agreements hardly violate WTO 
law and are in addition not relevant for the area of taxation so that at this point the 
main focus will be on the Bilateral II.4° 


2. Bilateral Il and WTO Law 


The main question to be asked is most likely whether the advantages arising 
from the agreements on interest and royalties as well as the treatment of dividends 
in parent-subsidiary relationships should also be made available to other WTO 
members. In these parts of the “Bilateral II”, the residence state of the parent/sub- 
sidiary waives its right to levy a withholding tax on dividends, royalties or interest 
paid to the parent/subsidiary resident in the other country. As Switzerland is not a 
member of the European Union and therefore not affected by the exceptions for 
custom unions and free-trade areas it might be granted advantages that may also 
be claimed by other WTO member states. 


Generally, the provisions — especially of the GATS — may cover income taxes 
for establishments of service providers. Thus, in principle, the taxation of divi- 
dends, interest and royalties would be included. If one wanted to deny the appli- 
cation of the MFN to these provisions the argumentation should be based on the 
resemblance of the agreement in question to a DTC. It could be possible therefore 
for the measures to fall under the carve-out provisions for DTCs implemented in 
the GATS. As mentioned before, at least implicitly this derogation can also con- 
sidered to be valid for the GATT as the result of mutual practice. 


Since the EU-Swiss agreements are not double taxation conventions, certain 
measures taken could serve the purpose of the avoidance of double taxation and 


47 Weber/Skripsky, in Thiirer/Weber/Zach (eds.) Bilaterale Vertrdge Schweiz — EG, 70; Cottier/ 
Panizzon, Die sektoriellen Abkommen und das Recht der WTO: Grundlagen und Spannungs- 
felder, 44. 

48 Bartholet, ASA/Archives 2003/2004, 359. 

49 Weber/Skripsky, in Thiirer/Weber/Zach (eds.) Bilaterale Vertrdige Schweiz — EG, 83. 
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therefore also fall under the carve-out provision for single measures being imple- 
mented in other international agreements. The prohibition of source taxation on 
dividends, interest and royalties certainly constitutes a measure to prevent the dou- 
ble taxation of business profits. In effect, the Savings Agreement sets withholding 
tax rates at 0% as if this rate was implemented in a double taxation convention, 
However, it is questionable whether the here evident economic double taxation 
also falls under the scope of the avoidance measures mentioned as in the event of 
source taxation a credit would be granted for these taxes by the residence states. 


The question is then whether this might be an arbitrary discrimination in similar 
situations, where different levels of withholding taxes are implemented for differ- 
ent WTO member states. However, the ECJ has denied the possibility of consid- 
ering the situations of two taxpayers in two different countries to be sufficiently 
similar in order to claim the same treatment provided for in other tax treaties.*° 


Also, from a policy point of view, the Savings Agreement could be regarded 
as outside the scope of WTO law for the same reasons that DTCs are. The benefits 
given to Switzerland by the “extension” of the Parent-Subsidiary Directive and the 
Interest and Royalties Directive are a concession made by the EU to Switzerland 
in order to get them to retain withholding tax on interest and thereby loosen the 
results of banking secrecy. Only in combination is the result a balanced agreement 
serving both parties. 

From a purely legal point of view, it could be technically possible that countries 
that are not included in a treaty network providing for such favourable terms would 
be tempted to contest these agreements before the DSU. There is room for estab- 
lishing a claim based on WTO law. However, also taking into consideration polit- 
ical and economical aspects and the policies of bilateral treaties, it is recommend- 
able to allow this procedure of economic integration between two parties. 


In the case that a dispute arises with respect to the EU-Swiss Agreements, the 
procedure to be applied in the WTO in order to achieve consent becomes of im- 
portance. The initiation of disputes in the WTO remains the responsibility of a 
member state.5! The dispute settlement procedure in the WTO is not a matter of 
communication between the two conflicting parties but is led by the DSB and in 
the second instance the Appellate Body.*? It is not possible for private parties to 
establish a claim based on violations of WTO law. 


3. MEN Policy Considerations 


The interpretation of possible WTO law violations by tax measures is, in my 
opinion, not only a question of mere legal definition, but a field that will also be 
subject to political and economic discussions. How the effects will be interpreted 
by the WTO bodies will also depend on whether a broad application of WTO rules 


0 ECJ 12 May 1998, C-336/96, Gilly [1998] ECR 1-2793. 
St! Lennard, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation, 101. 
52 Bartholet, ASA/Archives 2003/2004, 345. 
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in the area of taxation can be economically and politically justified. One should 
take a look at some policy issues of the MFN principle. 


Applying the MFN in multilateral treaties can help avoid bargaining inefficien- 
cies during the negotiations arising due to bilateral opportunism at the cost of non- 
participating parties in long-lasting negotiations of a large number of countries and 
also future renegotiations of agreements that erode the outcome of current treaties. 
The MEN treatment principle may be seen as a chance to provide the progress 
achieved in trade liberalization at the same time to a larger number of countries 
than would have been possible without using the MEN. This especially helps small- 
er or economically or politically weaker countries as they profit from this larger 
group of countries taking part in the multilateral negotiations by having a stronger 
position as a group in comparison with larger countries. The latter would be able 
to benefit from their stronger economic position when entering into bilateral ne- 
gotiations.>* 


Further, the MFN principle helps to prevent the erosion of the value of bilateral 
agreements and the concessions made between the states involved when future 
agreements are made between the current partner and third states in which addi- 
tional and more advantageous concessions are made. This uncertainty would lead 
to a More cautious current negotiating position of the countries involved.*4 


Disadvantages of the MFN treatment in tax matters arise in the form of possible 
“free riders”, measures against harmful tax competition or the legal position com- 
pared to double taxation conventions. The reason why countries might be reluctant 
to enter into agreements containing MFN treatment is the possibility that some 
countries might hold back concessions during the negotiations in order to free-ride 
on agreements made by other countries. These countries would hope to benefit 
from mutual concessions made between other states and then try to profit from the 
advantages granted in the agreement without having made the concessions to any 
of the countries directly involved. This risk becomes even more acute as the 
number of members of the WTO is constantly increasing, that number now already 
at more than 149 states.>°° 


As the scope of the MFN treatment is widened measures against harmful tax 
competition can also be affected. In this regard, some possible solutions provided 
by the OECD against tax havens refusing to cooperate with its members to pursue 
tax-avoidance measures by members had to be reviewed as they possibly fell under 
the protection of MFN treatment. The members need to consider carefully what 
actions they take against tax havens and whether discriminatory tax or administra- 
tive measures may be used in this context.°° 


53. Ghosh/Perroni/Whalley, Developing-Country Benefits from MFN Relative to Regional/Bi- 
lateral Trade Agreements, Review of International Economics 2003, 712 (713). 

54 McCalman, Multi-lateral trade negotiations and the Most-Favored Nation clause, Journal 
of International Economics 2002, 151 (152). 

55 Schwartz/Sykes, /nternational Review of Law and Economics 1996, 27, 38. 

56 Hofbauer, To What Extent Does the OECD Harmful Tax Competition Project Violate the 
Most-Favoured-Nation Obligations under WTO Law?, European Taxation 2004, 400 (402). 
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V. Conclusions 


Legally, there is room to argue that the bilateral treaties between Switzerland 
and the EU constitute an infringement of WTO law with respect to the “extension” 
of the Parent-Subsidiary Directive and the Interest and Royalties Directive. How- 
ever, the question has to be asked whether this result should be supported, taking 
into account the economic and political consequences of claiming MFN benefits 
before the DSB. 


The design of tax legislation should contain as little political influence as pos- 
sible in order to avoid economic distortions. This remains particularly difficult for 
governments, however. Also, in the negotiations of bilateral tax agreements polit- 
ical issues influence the positions of the participating parties. This applies, for ex- 
ample, to different withholding tax rates implemented in various DTCs. It appears — 
difficult to find an economic justification for this differing treatment among trading 
partners. Therefore, the limitations included in the GATS on the carve-out for 
measures to avoid double taxation could, in my opinion, well be interpreted in a 
broader sense so that the scope of arbitrary discrimination and disguised restric- 
tions on trade can affect specific measures in DTCs and other treaties involving 
tax issues, thus making MFN treatment available for other countries as well. 


MEN treatment is a useful tool for a widespread establishment of liberalized 
trade. It should not be implemented unconditionally, though. In the GATT and the 
GATS MEN is considered to be implemented in a very balanced way, implementing 
the obligation for the agreement partners to grant benefits to third parties as well, 
but also leaving sufficient exceptions to the countries involved so they do not be- 
come too reluctant to enter into negotiations in the first place. The latter point I 
would consider to be one of the risks of MFN treatment in tax matters. The past 
has shown that countries are very sensitive when they see the danger of losing tax 
revenue. Accordingly, the level of caution will be raised on the side of the eco- 
nomically stronger countries with respect to what concessions will be made in fu- 
ture agreements if MFN treatment is implemented. Especially when dealing with 
this delicate area of taxation the risks of using MFN treatment have to be considered 
carefully. 


However, applying the MFN principle in multinational treaty negotiations con- 
siderably increases the transaction costs of negotiating the agreements. In addition, 
it raises the risk of having free-riders take advantage of former bilateral agreements 
without offering benefits in return.*’ States have always been reluctant to let supra- 
national institutions influence their national tax legislation. Also, in the European 
Union the treaty contains a provision to give the Member states sovereignty with 
respect to their tax laws. This sensitivity in the field of taxation concerning the 
individual sovereignty of a state that may only be limited by DTCs could raise 
many political controversies in the event that WTO law and its legal effect on na- 
tional tax jurisdiction are enforced.** 


57 Schwartz/Sykes, /nternational Review of Law and Economics 1996, 38. 
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Bilateral treaties become a relevant tool to decrease barriers for trade if solu- 
tions between more than two parties, e.g. between all WTO members, seem diffi- 
cult to achieve or it is economically or politically not recommendable to apply 
unconditional MFN treatment. They can be used to create new disciplines or im- 


prove already developed WTO disciplines if there is no possibility of finding a 
global solution.°? 


The DSB should consider carefully in which areas an enforcement of WTO law 
makes sense on the way to liberalized trade and minimized economic distortions. 
Former rulings have shown that these issues are being addressed especially in the 
fields of taxation of foreign-source income and transfer pricing.°” 

Nonetheless, with regard to bilateral treaties the crucial characteristic, in my 
opinion, is that they are approved by both participating parties by consent. As long 
as these agreements do not contain measures that have direct negative effects on 
third parties, one would have to consider them as being an improvement in bilateral 
and therefore international relations. 


59 Buckley, The WTO and the Doha Round — The Changing Face of World Trade (2003) 239. 
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I. Introduction 


The expansion of the WTO rules concerning international trade and investment, 
as well as the establishment of a binding dispute settlement procedure in the Uru- 
guay Round Agreement, has significantly increased the potential for conflicts be- 
tween the WTO rules and Members’ direct tax measures since 1995. Furthermore, 
a few very notable and far-reaching disputes involving direct taxation, i.e. the US 
corporate income tax schemes DISC, FSC, and ETI giving significant support to 
export activities of US companies, have been resolved by GATT and WTO Panels. 


This article first deals with WTO dispute settlement in general and the relevance 
for direct taxation matters in particular. Then, the disputes brought in the past to 
the dispute settlement procedure concerning direct taxation are described. In the 
fourth chapter, the effects of the WTO dispute settlement on the general tax policy 
and design of international tax laws as well as the concrete effects of the settled 
disputes are outlined. Thereafter, the direct tax disputes in the WTO dispute set- 
tlement procedure are compared with direct tax cases resolved by the ECJ. Finally, 
a short summary wraps up the major findings and a short look at possible future 
developments is provided. 


II. Overview of the WTO Dispute Settlement Procedure 


A formal multilateral dispute settlement procedure is of major importance for 
the functioning of international trade rules. This means that agreed procedures are 
controlled, judgments are respected, and unilateral and non-coordinated measures 
by single Member States are avoided.! 


A procedure for settling disputes already existed in the framework of GATT’, 
i.e. before the WTO dispute settlement was implemented in 1995 in the Uruguay 
Round Agreement. The GATT disputes settled before 1995 had no fixed timetables 
and rulings were easy to block because of the fact that the Panel reports needed to 
be adopted in consensus by all GATT Members, including the parties involved. 
As a result, many cases dragged on inconclusively for a long time due to a single 
objection.* Furthermore, no second instance was available, i.e. only one instance 
dealt with the disputes brought forward by the GATT Members and no appeal was 
possible.* 


In the Uruguay Round Agreement, the WTO dispute settlement, a more struc- 
tured process with more clearly defined stages, was established in 1995. The WTO 





1 Bartholet, WTO und Steuern — Interdependenzen von WTO-Grundprinzipien und nationa- 
lem Steuer- und Abgabenrecht, Archiv fiir Schweizerisches Abgabenrecht 2003/2004, 337 
345). 
2 oe term “GATT” refers throughout this paper to the “General Agreement on Tariffs and 
Trade” dated 1947. 
3 In this respect cf. the “DISC” and the “Tax Legislation Cases” described in Domestic Inter- 
national Sales Corporation (DISC) and 3.1 Principle of Territorial Income Taxation and 


Transfer Pricing. 
4 Pauwelyn, The Transformation of World Trade, Michigan Law Review 2005, | (1 et seq.). 
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dispute settlement is described in detail in the Understanding on Rules and Proce- 
dures Governing the Settlement of Disputes (DSU). The WTO Members are pre- 
vented from implementing unilateral measures if another WTO Member adopts a 
trade policy measure or takes some action that is considered to break the WTO 
agreements, or to be a failure to fulfil its obligations. The WTO dispute settlement 
can be characterized as a multilateral institution similar to a court, which controls 
the obligations under the WTO Agreements based on an effective control with a 
predetermined timeframe and with no possibility of blocking a decision by just a 
single WTO Member State. Rulings are automatically adopted unless there is a 
consensus by the DSB to reject a ruling — any country wanting to block a ruling 
has to persuade all other WTO Member States, including its adversary in the case 
~ to share its view.> Weiler has even stated with regard to the WTO dispute settle- 
ment procedure that the Panel and the especially the Appellate Body fulfil the same 
function and cover the same issue based on similar norms as national courts and 
the ECJ fulfil in the European Union.® 


Although much of the procedure does resemble the functions of a court or a 
tribunal, as Weiler stated, the preferred solution is for the countries concerned to 
discuss their problems and settle the dispute by themselves. The first stage is there- 
fore consultations between the governments concerned, and even when the case 
has progressed to other stages, consultation and mediation are still possible at any 
stage.’ 


The starting point for each WTO dispute settlement is the consultation proce- 
dure between the WTO Member States involved. If the consultations do not lead 
to a result, a complaint that another WTO Member State violates his obligations 
under the WTO Agreements can be filed by a WTO Member States at the Dispute 
Settlement Body (DSB). The DSB proves the complaint and adopts a special group 
of independent experts, known as the Panel. The Panel is expected to provide the 
legal evaluation in a Panel report.? Subsequent to the Panel report, a permanent 
second instance body, the Appellate Body (AB), can be appealed to. The appeal 
is limited to the legal questions and legal interpretation made by the Panel.'° Fi- 
nally, the DSB makes the ruling with regard to the dispute, based on the decisions 
of the Panel and the AB,'! which cannot vary from the decisions of the Panel and 
AB unless all DSB Members decide unanimously. '7 


Settling disputes is, as stated above, the responsibility of the DSB, which con- 
sists of all WTO Member States. The DSB has the sole authority to establish “Pan- 
’ Bartholet, Archie fiir Schweizerisches Abgabenrecht 2003/2004, 345 et seq. 

6 Weiler, The Rule of Lawyers and the Ethos of Diplomats: Reflections on the Internal and 
External Legitimacy of WTO Dispute Settlement, Harvard Jean Monnet Working Paper 
2000) 11. 

? world Trade Organization (eds.), Understanding the WTO (2005) 59 et seq. 

8 Art. XXII GATT in connection with Art. 4 DSU. 

9 Arts. 6-16 DSU. 

10 Art. 17:6 DSU. 

I! Art. 20 DSU. 

12 Art. 16:4 DSU; Art. 17:4 DSU. 
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els” of experts to consider the case, and to accept or reject the Panels’ findings or 
the results of an appeal. It monitors the implementation of the rulings and recom- 
mendations, and has the power to authorize retaliation when a country does not 
comply with a ruling!3, 


III. Disputes before the WTO concerning Direct Taxation 


1. Overview 


Disputes concerning taxation in the WTO imply an inconsistency between 
WTO rules and domestic as well as international tax laws of WTO Member States. 
Since the expansion of WTO rules and the implementation of the WTO dispute 
settlement in 1995, several important cases concerning taxation have been set- 
Hed.'4 


Until 31 March 2006, out of a total of 341 disputes with a request for consul- 
tation initiated at the WTO, 33 have been over taxation, nine!5 of which dealt with 
direct tax issues.!® 


Beside the disputes at the WTO since 1995, there were ten settled disputes in 
the framework of dispute settlement based on the GATT between 1947 and 1994 
concerning taxation, four of which concerned direct tax issues. !7 


2. Special US Tax Regimes for Exporting Activities 


2.1 Domestic International Sales Corporation (DISC) 


The DISC scheme, like the FSC and the subsequent ETI scheme, was intended 
to offset the tax disadvantages for US exporters. Based on the concept of capital 
export neutrality, US resident companies are taxed on their worldwide income in 
the US. However, several European countries, for instance France, limit their tax- 
ing rights under the concept of capital import neutrality mainly to territorial in- 
come, especially with regard to business income. Furthermore, the destination 
principle is applied in the area of excise taxes in the EC with the consequence that 
exports to the US are not subject to an indirect tax in the EC.!8 


13 Art. 20 DSU. 

4 Daly, The WTO and Direct Taxation, WTO Discussion Papers (2005) 9. 

|S With regard to these numbers, the disputes concerning the FSC, ETI, and subsequent meas- 
ures in the AJCA are treated as a single dispute due to the fact that all requests and decisions 
are summarized in the dispute with the serial number WT/DS 108. 

'6 The underlying data on these figures can be found on http://www.wto.org/english/tratop_e/ 
dispu_e/dispu_status_e.htm, 10 April 2006. 

17 The underlying data on this figure can be found on http://www.wto.org/english/tratop_e/ 
dispu_e/gt47ds_e.htm, 10 April 2006. 

18 Schén, World Trade Organization and Tax Law, /BFD Bulletin 2004, 283 (293). 


497 





Rainer Hepberger 





To limit these competitive disadvantages for US exporters and to boost the ex 
port-related economic sectors, the US enacted in 1971 the “Domestic International 
Sales Corporation” scheme, DISC, which entered into force in 1972.'° 


To qualify as a DISC, a US entity had to meet specific requirements. It had to 
be a corporation incorporated in the US. Moreover, 95 per cent of the corporation's 
gross receipt for each taxable year had to consist of “qualified export receipts” and 
95 per cent of the corporation's assets at the end of the taxable year had to be “qual- 
ified export assets”. A US corporation that qualified as a DISC was not subject to 
US Federal Income Tax on its current or retained export earnings. One half of the 
earnings was treated as deemed dividends distributed to the shareholders of the 
DISC and was taxable to those shareholders as a dividend. In addition, special 
mviercompany pricing rules permitted shifting profits to the DISC in an artificial 
matter.” 


The EC and Canada filed a complaint against the US because it was their view 
that the US DISC scheme was contrary to the subsidy provision in Art. XVI:1_ 
GATT. A GATT Panel held in November 1976 that the DISC scheme constituted 
an export subsidy within the meaning of Art. XVI:1 GATT and was therefore not 
compatible with the US obligations under GATT law.?! 


However, the DISC dispute, together with the GATT disputes concerning the 
territorial taxation system of certain European countries**, was so controversial 
from a political point of view that the Panel report was not adopted by the GATT 
Members until 1981, five years after the Panel ruling.?° 


2.2 Foreign Sales Corporations (FSC) 


Since the US had to adjust the DISC scheme to comply with its GATT obliga- 
tions, a new way to promote exports and limit the disadvantages based on the basic 
tax system had to be found. Therefore, in 1984, the US DISC scheme was replaced 
by the rules on “Foreign Sales Corporations” (FSC). 


A FSC had to be a foreign company organized in a country with which the US 
had entered into an agreement for the exchange of information in the area of taxes. 
To qualify as a FSC, additional requirements had to be met regarding foreign pres- 
ence, the keeping of records, shareholders, and directors. The “foreign trade in- 
come”, which was subject to a special tax treatment for US corporate income tax 
purposes, was defined as foreign-source income attributable to an FSC from qual- 
ifying transactions involving the export of goods originating in the US. Foreign 
trade income per se did not satisfy the “effectively connected” test, which is a 





\° Sections 991-997 US IRC 1971. 

20 Brumbaugh, The Foreign Sales Corporation (FSC) Tax Benefit for Exporting: WTO Issues 
and an Economic Analysis, Congressional Research Service 11 December 2000, | et seq.; 
BISD 238/98 12 November 1976, United States Tax Legislation (DISC), L/4422, para. 13. 

21 BISD 238/98 12 November 1976, United States Tax Legislation (DISC), L/4422. 

22 Foran overview of these disputes see 3.1 Principle of Territorial Income Taxation and Trans- 
fer Pricing. 

23. GATT BISD (eds.), Tax Legislation (1981) 28" Supplement, 114. 
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precondition for being taxed in the US with the consequence that such a kind of 
income was per se not taxed in the US. In addition, an FSC was partially exempt 
from the US CFC legislation and dividends paid from the FSC were not taxed in 
the hands of the US shareholders.24 


In November 1997, the EC requested consultations with respect to the US FSC 
scheme,*° and in November 1998 a WTO dispute settlement was established.2° 
The EC stated that the FSC-related tax exemptions with regard to exports and sub- 
sequent dividends distributed to US shareholders constitute an export subsidy pro- 
hibited by Art. 3.1 (a) SCM Agreement. Furthermore, the EC claimed the require- 
ment that the tax exemption under the FSC scheme is limited to receipts from the 
export of products having at least a 50 per cent US origin is prohibited by Art. 3.1 
(b) SCM Agreement.2’ 


The Panel published its first report in October 1999 and supported for the most 
part the claims made by the EC.** The US then brought the case to the AB, which 
gave in its report in February 2000, again supporting the claims of the EC.2? To 
sum up, the AB stated that the US FSC scheme is an export subsidy within the 
meaning of Art. 3.1 (a) and 3.1 (b) SCM Agreement and recommended that the 
US amend its tax legislation so that it no longer infringes its WTO obligations.2° 
However, the AB emphasized that its conclusions are only relevant to the US FSC 
scheme and should not be interpreted as a judgement on the relative merits of 
worldwide and territorial systems of taxation.>! 


2.3. Extraterritorial Income Exclusion Act (ETI) 


Due to the fact that the FSC scheme violated WTO law, in November 2000 the 
US promulgated the “Extraterritorial Income Exclusion Act” (ETI) in an attempt 
to comply with the US obligations under the SCM Agreement.*? 


The ETI scheme does not favour foreign corporations unless the foreign cor- 
poration elects to be treated for tax purposes as a US corporation. Under the ETI 





4 For a very detailed analysis Luja, WTO Agreements versus the EC Fiscal Aid Regime: Im- 
pact on Direct Taxation, /ntertax 1999, 207 (212 et seq.). 

25 WT/DS108/1 28 November 1997, United States — Tax Treatment for “Foreign Sales Com- 
panies”, G/SCM/D18/1, G/L/212, 97-5232. 

26 WT/DS108/3 11 November 1998, United States — Tax Treatment for “Foreign Sales Com- 
panies’, 98-4440. 

27 WT/DS108/2 9 July 1998, United States — Tax Treatment for “Foreign Sales Companies”, 
98-2734. 

28 WT/DS108/R 8 October 1999, United States — Tax Treatment for “Foreign Sales Compa- 
nies’, 99-4118. 

29 WT/DS108/AB/R 24 February 2000, United States — Tax Treatment for “Foreign Sales 
Companies ”’, 00-0675. 

30 WT/DS108/AB/R 24 February 2000, United States — Tax Treatment for “Foreign Sales 
Companies’, 00-0675, para. 177. 

31 WT/DS108/AB/R 24 February 2000, United States — Tax Treatment for “Foreign Sales 
Companies”, 00-0675, para. 179. 

32, Section 114 US IRC 2000. 
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scheme, qualified foreign trade income, which is defined in more detail as includ- 
ing, among other things, certain income acquired in connection with exports, may 
qualify for tax exemption in the US. By enacting the ETI scheme, the US hopes to 
ensure that the US taxation of ETI is considered the exception rather than the rule, 
i.e. the exclusion of ETI from taxable income is the general rule and not the ex- 
ception to general rule and hence cannot be regarded as a tax waiver.** 


The EC took the view that the ETI scheme also violates the SCM Agreement 
and requested that the question be put before the original FSC Panel in accordance 
with Art. 21.5 DSU.*4 


Once again, the Panel and the AB ruled against the US. They found that the 
ETI provisions imposed enough special conditions on their use that they could not 
be regarded as a general rule and therefore constituted a subsidy within the meaning 
of Art. 1.1 SCM Agreement. Furthermore, the ET] exemption was dependent or 
contingent upon export performance. The US argument that the ETI scheme pre- 
vents double taxation was rejected because of the fact that the scope of the benefit 
is considerably broader than the type of income that would normally be at risk of 
double taxation. In addition, the 50 per cent “foreign contingent limitation” vio- 
lated Art. IIl:4 GATT by according less favourable treatment to imported products 
than to domestic products.*° 


2.4 Transitional and Grandfathering Provisions of the Extraterritorial 
Income Exclusion Act 


In October 2004, the US Congress repealed the FSC/ETI scheme and replaced 
it with a new provision, which provided for the phasing out of the FSC/ETI by 
2007. Furthermore, a “grandfathering” clause was implemented to protect the ex- 
isting FSC’s. Besides those two transitional provisions, a USD 138bn tax relief for 
US manufacturing, multinationals and a wide range of other industries and busi- 
nesses was enacted in the framework of the American Jobs Creation Act of 2004 
(AJCA).*° 

The EC took the view that the transitional provisions, i.e. the “grandfathering” 
provision and the two-year phasing-out period of the ETI scheme, violate WTO 
law and do not comply with the findings in the FSC and ETI disputes. In November 
2004, the EC initiated proceedings at the WTO challenging these US transitional 
provisions. The EC requested that the question be put before the original FSC/ETI- 
Panel in accordance with Art. 21.5 DSU.*’ 

33) WT/DS108/RW 20 August 2001, United States — Tax Treatment for “Foreign Sales Com- 

panies”, 01-3979, para. 8. 

4 WT/DSI08/RW 20 August 2001, United States — Tax Treatment for “Foreign Sales Com- 

panies”, 01-3979, para. 1.6. 

S WT/DS108/AB/RW 14 January 2002, United States ~ Tax Treatment for “Foreign Sales 

Companies", 02-01 52, para. 256 et seq. 

%6 Brumbaugh, A History of the Extraterritorial Income ( ETI) and Foreign Sales Corporation (FSC) 

Export Tax-Benefit Controversy, Congressional Research Service 9 November 2004, | et seq. 
37 WT/DS108/27 10 November 2004, United States — Tax Treatment for “Foreign Sales Com- 


panies ", 04-4761. 
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In September 2005, the Panel found that the US had had, once again, failed to 
implement fully the recommendations and rulings arising from the original FSC 
dispute and first compliance proceedings, the ETI dispute. The US brought the 
case to the AB and in February 2006, the AB upheld the findings of the Panel that 
Section 5 (c) (1) (B) FSC Repeal and Extraterritorial Income Exclusion Act of 
2000 “to the extent that the United States, by enacting Section 101 of the American 
Jobs Creation Act of 2004, maintains prohibited FSC and ETI subsidies through 
[the] transitional and grandfathering measures, it continues to fail to implement 
fully the operative DSB recommendations and rulings to withdraw the prohibited 
subsidies and to bring its measures into conformity with its obligations under the 
relevant covered agreements. "38 


3. Principle of Territorial Income Taxation and Export-Related Income Tax 
Measures of Certain EC Member States 


3.1 Principle of Territorial Income Taxation and Transfer Pricing 


Besides the US DISC dispute, there were three more cases, the “1976 EEC Tax 
Legislation Cases”, concerning direct taxation in the framework of the GATT be- 
fore the instalment of the WTO DSB in 1995. These three disputes were closely 
connected to the US DISC dispute. The US requested — in an apparent tit-for-tat 
regarding the DISC complaint by the EEC — a GATT Panel to find that the tax 
practices of France*’, Belgium*°, and the Netherlands‘! in the area of territorial 
income taxation and the determination of transfer prices which are not based on 
_ the arm’s length principle violate Art. XVI:4 GATT. The US argued that these 
measures can be regarded as prohibited subsidies and that there was therefore a 
prima facie case that these practices are nullifying or impairing benefits accruing 
to the US under the GATT. The Panel concluded that the tax practices of France, 
the Netherlands, and Belgium in some cases have had effects that are not in ac- 
cordance with the obligations under Art. XVI:4 GATT, unless they were accom- 
panied by reasonable transfer pricing rules based on the arm’s length principle.42 


In its decision the GATT Panel, however, did not follow a strict capital export 
neutrality-based approach where all income earned outside the country has to be 
taxed in the residence country. 





38 WT/DS108/AB/RW2 13 February 2006, United States — Tax Treatment for “Foreign Sales 
Companies’, 00-0580, para. 100. 

39 BISD 23S/114 12 November 1976, Income Tax Practices Maintained by France, L/4423. 

40 BISD 238/127 12 November 1976, /ncome Tax Practices Maintained by Belgium, L/4424. 

41 BISD 238/137 12 November 1976, /ncome Tax Practices Maintained by The Netherlands. 
L/4425. 

42 Luja, /ntertax 1999, 212; Sorensen, Direct Taxation and the WTO Agreements, European 
Taxation 2002, 206 (208); GATT BISD (eds.), Tax Legislation (1981) 28" Supplement, 114. 

43 GATT BISD (eds.), Zax Legislation (1981) 28 Supplement, 114. 
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3.2. Certain Income Tax Measures Used by EC Member States 


The US requested consultations in May 1998 with Belgium, the Netherlan 
Greece, Ireland, and France with respect to certain income tax measures that 1 
alleged constitute prohibited export and import substitution subsidies under Art. 
SCM Agreement. 


In the case of Belgium, the income tax measure in question is a special tax ex 
emption granted to Belgian companies for recruiting a department head for exports, 


The measure in question in the Dutch income tax law concerns a special p 
vision that allows exporters to establish a tax-deductible “export reserve” for in- 
come derived from export sales.*° 


As regards Greece, the US contends that under Greek income tax law Greek 
exporters are entitled to a special annual tax deduction calculated as a percentage 
of export income.*® 


In the case of Ireland, the US alleges that under Irish income tax law “special 
trading houses” qualify for a special tax rate in respect of trading income from the 
export sale of goods manufactured in Ireland.*” 


The complaint by the US against France is with regard to the temporary deduc- 
tion of certain start-up expenses of foreign operations through a tax-deductible 
reserve account under French income tax law. Furthermore, the US also contends 
that a French company may establish a special tax-deductible reserve equal to 10 
per cent of its receivables at year end for medium-term credit risks in connection 
with export sales.** 


The consultations are still pending with regard to all these measures and no 
Panel has been established nor a settlement notified. 


4. Turkey’s Taxation of Foreign Films 


A request by the US in July 1996 concerned Turkey’s taxation of revenues 
generated from the showing of foreign films in a manner less favourable than its 
taxation of revenues generated from the showing of domestic-origin films. Turkey 
imposed a tax on box office receipts from the showing of foreign films that is not 
imposed on the showing of domestic films. The US alleged that this is inconsistent 
with the obligations set forth in Art. III GATT.” 


44 WT/DS127/1 11 May 1998, Belgium — Certain Income Tax Measures Affecting Constituting 
Subsidies, G/SCM/D21/1, G/L/237, 98-1868. 

48 WT/DS128/1 11 May 1998, Netherlands ~ Certain Income Tax Measures Affecting Consti- 
tuting Subsidies, G/SCM/D22/1, G/L/240, 98-1861. 

46 WT/DS129/1 11 May 1998, Greece ~ Certain Income Tax Measures Affecting Constituting 
Subsidies, G/SCM/D23/1, G/L/238, 98-1831. 

4? WT/DS130/1 11 May 1998, /reland — Certain Income Tax Measures A ffecting Constituting 
Subsidies, G/SCM/D24/1, G/L/239, 98-1866. 

48 WT/DS131/1 11 May 1998, France — Certain Income Tax Measures A ffecting Constituting 
Subsidies, G/SCM/D25/1, G/L/241, 98-1830. 

49 WT/DS43/1 17 June 1996, Turkey — Taxation of Foreign Film Revenues, G/L/85, 96-2284. 
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The US requested the establishment of a Panel, which the DSB did in Febru- 
ary 1997.°° In July 1997, the US and Turkey notified the DSB of a mutually 
agreed solution due to the fact that Turkey was willing to equalize any tax im- 
posed in Turkey on box office receipts from the showing of domestic and im- 
ported films.>! 


5. Canadian Measures Affecting the Export of Civilian Aircrafts 


A specific matter regarding direct taxation also arose in March 1997 in the 
dispute between Brazil and Canada over measures affecting the export of civil- 
ian aircrafts. Brazil hereby requested consultations with Canada under Art. 7 
SCM Agreement regarding certain subsidies granted by Canada and/or its prov- 
inces that support the export of civilian aircraft from Canada. More specifically, 
Brazil asserted that the exemption of Canada’s Export Development Corpora- 
tion (EDC) from corporate income tax places the EDC at a decided advantage 
in the market place. However, this allegation was rejected by the Panel in March 
1997.52 


6. US Measures Affecting Trade in Large Civil Aircrafts 


In October 2004, the EC requested consultations with the US concerning pro- 
hibited and actionable subsidies provided to US producers of large civil aircraft, 
as well as legislation, regulations, statutory instruments and amendments thereto 
providing such subsidies, grants, and any other assistance to the US producers. 
The EC cited in its complaint that these provisions are contrary to Art. 3.1 (a) 
and (b), 3.2, 5 (a) and (c), and 6.3 (a), (b) and (c) SCM Agreement and Art. III:4 
GATT.>3 


One of the measures, which was cited in the first complaint by the EC only, 
includes in addition to the FSC/ETI subsidies certain research and experimentation 
tax credits, both provided by the Federal Government, together with incentives by 
the States of Illinois, Kansas, and Washington and local governments. For instance, 
the State of Washington agreed in 2003 to provide a package of some USD 3 billion 
in tax incentives to aircraft producer Boeing. The incentives include reduced state 
tax rates and research and experimentation tax credits.>4 





50 WT/DS43/2 10 January 1997, Turkey — Taxation of Foreign Film Revenues, 97-0094. 

51 WT/DS43/3 24 July 1997, Turkey — Taxation of Foreign Film Revenues, G/L/177, 97-3103. 

52 WT/DS71/1 14 March 1997, Canada — Measures Affecting the Export of Civilian Aircraft, 
G/SCM/D12/1, 97-1045. 

53. WT/DS317/1 12 October 2004, United States — Measures Affecting Trade in Large Civil 
Aircrafts, G/L/698, G/SCM/D63/1, 04-4275. 

54 Daly, The WTO and Direct Taxation, 12. 
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_ The DSB established Panels in July 2005*° and February 2006°°. The case is 
still pending. No reports have been yet published.*’ 


7. Excursus: Direct Tax Issues in WTO Trade Policy Reviews 


Besides the direct tax measures subject to dispute at the WTO, other kinds of 


direct tax measures have been identified in WTO trade policy reviews. The meas- 
ures identified can be classified as those that protect domestic producers from im- 


ports, those providing assistance to exports, those subsidizing domestic produc- — 


tion, and those aimed at deterring or attracting foreign investment.** 


Measures protecting the domestic economy from imports were identified in 
certain EC Member States with regard to the personal income tax relief of contri- 
butions to domestic private pension plans and life insurance policies. In Malaysia, 
annuities from foreign-owned life insurance companies do not qualify for the per- 
sonal income tax exemption. Another measure acting as a proxy for an import tariff 
is the advance income tax on all imports to Bangladesh in the amount of 2.5 per 
cent, which is not applied to domestic goods.°? 


Several direct tax measures that constitute assistance to exports have been iden- 
tified in the domestic direct tax legislation of China, India, Malaysia, Papua New 
Guinea, and the Solomon Islands, providing a relief from corporate income taxes 
for export-oriented businesses or adjustments to the tax base based on export ac- 
tivities.© Under pressure from the WTO, Thailand decided in 2002 to abolish tax 
holidays on imported capital equipment and did not extend export subsidies for 
export-orientated ventures.°! 


Furthermore, direct tax measures as assistance to domestic production have 
been identified in WTO trade policy reviews. In addition to the disputes in this 
area with regard to the US tax schemes for exporters, further direct tax measures 
in a wide-range of OECD countries and China providing a tax holiday for certain 
sectors or activities, such as R&D allowances, were identified as potential viola- 
tions of the WTO obligations.” 


SS WT/DS317/1/Addl | July 2005, United States - Measures Affecting Trade in Large Civil 
Aircrafts, G/L/698/Add1, G/SCM/D63/1/Add1, 05-2830. 

$6 WT/DS317/5 23 January 2006, United States — Measures Affecting Trade in Large Civil 
Aircrafts, 06-0332; http://www.wto.org/english/tratop_e/dispu_e/cases_e/ds317_e.htm, 10 
April 2006. 

57 http://www.wto.org/english/tratop_e/dispu_e/cases_e/ds317_e.htm, 10 April 2006. 

58 Daly, The WTO and Direct Taxation, 13; Daly, Some Taxing Issues for the World Trade 
Organization, Canadian Tax Journal 2000, 1053 (1061 et seq.). 

59 Daly, The WTO and Direct Taxation, 13. 

60 Daly, Canadian Tax Journal 2000, 1061 et seq.; Daly, The WTO and Direct Taxation, 13 et 


seq. 
61 Rickman, WTO Orders Thailand to Phase Out Foreign Investment Tax Breaks, Tax Analysts 


(2002), 23 December 2002. 
62 Daly, The WTO and Direct Taxation, 14. 
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Finally, certain direct tax measures were identified in the area of attracting for- 
eign investment. For instance, China grants a lower corporate income tax rate in 
the amount of 15 per cent instead of 33 per cent to “foreign-invested” enterprises 
and most OECD countries grant certain tax sparing provisions in their tax treaties 


with less developed countries, which can be considered an illegal export subsidies 
under WTO law.®3 


IV. Effects of WTO Dispute Settlements in the Area of Direct 
Taxation 


1. Implementation and Enforcement of Settled Disputes 


The DSU contains detailed provisions regarding the implementation and en- 
forcement of settled WTO disputes. 


Ifa party ina WTO dispute settlement procedure does not fulfil its obligations 
based on a settled dispute within the timeframe determined by the DSB, the claim- 
ant can start negotiations with the losing party with regard to an adequate compen- 
sation for the damages suffered because of the non-fulfilment of the obligations. 
Thus, WTO Member States cannot be forced to change, for instance, certain in- 
come tax measures even though the Panel has ruled that they violate WTO law. If 
no satisfactory decision for an adequate compensation can be taken, the claimant 
can ask the DSB to allow adequate countervailing measures. These measures, in 
the form of, for instance, punitive tariff duties, have to be addressed to the same 
economic sector in which the DSB has ruled that there has been a violation of WTO 
Agreements. Countervailing measures that are more comprehensive or relate to 
other WTO Agreements are only possible if the losing party can prove that coun- 
tervailing measures in the same economic sector are not possible or not effective. 


2. Proximate Effects of Settled WTO Disputes Concerning Direct Taxation 


The proximate effects of the settled WTO dispute settlement procedures have 
been — with the exception of the FSC/ETI dispute — rather limited. Only in the FSC/ 
ETI dispute did the arbitrator and the DSB determine that the suspension by the 
EC of concessions in the form of a 100 per cent charge on imports of certain goods 
form the US up to a maximum amount of USD 4.043 billion per year constituted 
appropriate countermeasures due to the fact that the US had not repealed the FSC/ 
ETI scheme at this stage.° 

No countermeasures have been implemented in any other dispute concerning 
direct taxation. However, it has to be noted that in the eight other disputes settled 





63 Daly, The WTO and Direct Taxation, 14. 

64 Bartholet, Archiv fiir Schweizerisches Abgabenrecht 2003/2004, 346 et seq. 

6° WT/DS108/ARB 30 August 2002, United States - Tax Treatment for Foreign Sales Corpo- 
rations, 
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in the WTO framework, six disputes are still pending®, one dispute has been re- 
jected®’ and one dispute has been resolved based on bilateral consultations™. 


3. Effects of Settled WTO Disputes Concerning Direct Taxation on the 
Design of Domestic and International Tax Laws and Tax Policy 


Even though the proximate effects of the WTO disputes have been — with the 
exemption of the FSC/ETI dispute — rather limited in the area of direct taxation, 
there has been a very strong indirect effect on the design of domestic and interna- 
tional tax laws and on the tax policy of the WTO Member States. 


In particular, the disputes with regard to special tax regimes for US exporting 
corporations and the “1976 EEC Tax Legislation” disputes resulted — in addition 
to receiving heavy criticism®’ — in a fundamental discussion in the US about other 
possibilities to subsidize US exporters, which are in line with WTO obligations. 


One of the most discussed solutions would be the lowering of the direct tax 
burden in general by implementing a substantial federal indirect consumption tax 
system in the form of a VAT or a GSD, thus creating an indirect tax burden on 
consumption based on the principle of destination that may be adjusted at the bor- 
der relating to goods and services exported, as occurs the EC VAT system.”° 


Alternatively, Hufbauer argues that by making a change in the WTO rules so- 
cial security premiums and payroll taxes could be adjusted at the border, in order — 
to compensate the exporters with a predominantly direct tax system based on 
worldwide taxation and without having a comprehensive indirect tax system at the 
federal level. However, a change of the WTO Agreements would be needed. Oth- 
erwise, it is obvious that a unilateral measure by the US would lead to another 
dispute at the WTO.”! 


Another possibility for the US would be to introduce a territory-based corporate 
income tax system under which foreign-sourced income would generally not be 


66 WT/DS127/1 11 May 1998, Belgium — Certain Income Tax Measures Affecting Constituting 
Subsidies. G'SCM/D21/1, G/L/237, 98-1868; WT/DS128/1 11 May 1998, Netherlands - 
Certain Income Tax Measures Affecting Constituting Subsidies, G/SCM/D22/1, G/L/240, 
98-1861; WT/DS129/1 11 May 1998, Greece — Certain Income Tax Measures Affecting — 
Constituting Subsidies, G/SCM/D23/1, G/L/238, 98-1831; WT/DS130/1 11 May 1998, /re- 
land ~ Certain Income Tax Measures Affecting Constituting Subsidies, G/SCM/D24/1, G/ 
L/239, 98-1866; WT/DS131/1 11 May 1998, France — Certain Income Tax Measures Af- 
fecting Constituting Subsidies, G/SCM/D25/1, G/L/241, 98-1830; WT/DS317/1 12 October 
2004. United States — Measures Affecting Trade in Large Civil Aircrafts, G/L/698, G/SCM/ 
D63/1, 04-4275. 

6? WT/DS71/1 14 March 1997, Canada — Measures Affecting the Export of Civilian A ircraft, 
G/SCM/D12/1, 97-1045. 

68 WT/DS43/3 24 July 1997, Turkey — Taxation of Foreign Film Revenues, G/L/177, 97-3103. 

69 Gnaedinger, Chair of WTO Appellate Body Discusses Resolutions of International Disputes, 
Tax Analysts (2002), 13 November. 


7 Luya, /ntertax 1999, 215. 
7! Hufbauer/Gabyzon, Fundamental Tax Reform and Border Tax Adjustments (1996), 56. 
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Subject to US tax at all or at least not to the extent that it is under the current world- 
wide income approach. Even those foreign subsidiaries of US corporations would 
benefit from such a tax system that are not directly involved in exporting US goods 
but having non US-sourced income. As a result, US corporations might be tempted 
to move other activities, i.e. manufacturing, abroad in addition to their sales oper- 
ations.’* To avoid artificial profit shifts from US corporations to foreign affiliated 
companies as well as to comply with WTO obligations, the territory-based system 
has to be accompanied by transfer pricing regulations.’ The AB stated in para. 179 
in the FSC dispute that “this is not a ruling that a Member must choose one kind 
of tax system over another so as to be consistent with that Members’ WTO obliga- 
tions. In particular, this is not a ruling on the relative merits of “world-wide” and 
“territorial” systems of taxation. A Member of the WTO may choose any kind of 
fax system it wishes — so long as, in so choosing, that Member applies that system 
in a way that is consistent with its WTO obligations.’”7+ However, a state with a 
tax system heavily based on direct taxes and on a worldwide tax system is con- 
fronted with significant disadvantages for its exporters in comparison with a con- 
sistent territory-based tax system. 


Based on these facts, it might be argued that the WTO Agreements are chal- 
lenging indirectly a territory-based corporate income tax system with appropriate 
transfer pricing provisions and an indirect consumption tax adjusted at the border. 


V. WTO Dispute Settlements Compared with Judgments of the 
ECJ in the Area of Direct Taxation 


1. Enforcement of Regulations in the Area of Direct Taxation in Interna- 
tional Organizations 


There are three different strategies for international organizations to assure that 
the implemented rules of multilateral agreements are observed: enforcement, man- 
agement, and adjudication.’> 


The most important strategy is the “Enforcement School”. Thus multilateral 
agreements are disregarded because adherence would create costs. For instance, a 
special corporate income tax regime for exporters may violate WTO rules, but is 
beneficial for domestic export-oriented companies. To ensure an effective imple- 
mentation of multilateral agreements, any disregard has to be sanctioned with a 





2 Luja, Intertax 1999, 215. 

73° BISD 23S/114 12 November 1976, Income Tax Practices Maintained by France, L/4423: 
BISD 23S/127 12 November 1976, Income Tax Practices Maintained by Belgium, L/4424: 
BISD 23S/137 12 November 1976, /ncome Tax Practices Maintained by The Netherlands. 
L/4425. 

4 WT/DS108/AB/RW 14 January 2002, United States — Tax Treatment for “Foreign Sales 
Companies”, 02-0152, para. 179. 

7 Zangl, Bringing Courts Back In: Normdurchsetzung im GATT, in der WTO und der EG. 
Swiss Political Science Review 2001, 49 (53). 
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costly penalty. Due to the fact that costs for all parties are involved, an effective 
“enforcement procedure” has to be implemented. This was done in the WTO 
through the implementation of the dispute settlement system.’° 


In contrast, the “Management School”, is based on the idea that sanctions are 
counterproductive and multilateral agreements are observed by almost all states 
almost all of the time. If multilateral agreements are broken, then this may only be 
based on the fact that states are not able to comply with their obligations. Therefore, 
for instance, help should be provided to the states violating WTO law.”’ For in- 
stance, with regard to the 2.5 per cent “import tax” levied by Bangladesh, which 
was identified by a WTO trade policy review as a possible violation of WTO ob- 
ligations, the “Management School” would try to help to prevent tax fraud so that 
Bangladesh is able to refrain from measures violating WTO law. 


The third school is the “Adjudication School”, which is based on the concept 
that the sense of multilateral agreements is unclear and that there is room for in- 
terpretation. Because of the obscurities in the WTO Agreements, states tend to 
violate WTO law because they want to benefit from the uncertainties involved.” 
With regard to the direct tax cases in the WTO dispute settlement this would mean 
that, for instance, the US does not comply with its obligations under WTO law 
with respect to its special corporate income tax export schemes because there are 
no clear rules in the WTO Agreements that would allow assessing whether the 
concrete provision is contrary to WTO law. 


The three strategies — enforcement, management, and adjudication — have to 
be regarded as complementary strategies — as a “strategy mix” — which are com- 
bined by multinational organizations to assure that the provisions are implemented 
correctly. By comparing the DISC case” (GATT), the FSC case*? (WTO), and the 
Avoir fiscal case®! (ECJ) the “strategy mix” of these decisions is analyzed and 
compared: 

The dispute settlement in the framework of GATT contains all elements of the 
“strategy mix”. However, they are in general and in particular with regard to the 
DISC case only rudimentarily institutionalized. The management strategy was 
only marginally applied in the DISC case. The improvement of the dialogue be- 
tween authorities of the different GATT Contracting States is very difficult because 
the GATT did not have not the resources to do this. Therefore, supporting consul- 
tations between the EEC and the US regarding their tax systems and their direct 
tax subsidies with regard to exporting activities was not possible. The adjudication 
strategy was in general in the GATT 1947 only very rudimentarily institutional- 
ized, too, based on the fact that each GATT C ontracting State was able to block 
the GATT Panel ruling and even the establishment of the GATT panel itself. How- 
ever. a GATT Panel was established with regard to the DISC case and a Panel 





6 Zangl, Swiss Political Science Review (2001), 54 et seq. 

7 Henkin. How Nations Behave. Law and Foreign Policy (1968), 47. 

78 Zangl, Swiss Political Science Review (2001), 58 et seq. 

79 BISD 238/98, United States Tax Legislation (DISC). 

80 WT/DS108. United States — Tax Treatment for “Foreign Sales Companies ”. 
81 ECJ 28 January 1986, C-270/83 Avoir Fiscal. 
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ruling was issued, which was, however, not adopted by the US fora period of five 
years. The enforcement strategy was again only rudimentarily institutionalized in 
the GATT and there was no opportunity to force the US to comply with its obli- 
gations under the GATT and to fulfil the obligations under the GATT Panel ruling 
in the DISC case. There was only an indirect enforcement possible based on certain 
countervailing measures implemented by the EEC.*? 


The dispute settlement in the framework of the WTO dispute settlement con- 
tains all the elements of the “strategy mix”, which are, in addition, much more 
institutionalized than under the GATT. The management strategy is better institu- 
tionalized because of the regular trade policy reviews executed by the WTO trade 
policy review board, which is supporting the dialogue between the authorities. 
However, the bilateral consultation process as a part of the dispute settlement can 
still be regarded — especially with respect to the FSC/ETI case — as merely an ob- 
stacle needed to get the possibility for the establishment of a Panel. There was no 
“real” dialogue between the EC and the US regarding their tax systems and their 
direct tax subsidies with regard to export activities. The adjudication strategy was 
strengthened under the WTO dispute settlement in comparison to the GATT, too. 
WTO Members States do not have the possibility to block the establishment of a 
Panel; they cannot block a ruling; the procedures are institutionalized in the DSB: 
a second instance has been implemented — AB -, and there are fixed timeframes. 
These changes became obvious especially with regard to the FSC/ETI case. The 
enforcement strategy in the WTO dispute settlement is still only basically institu- 
tionalized due to the fact that there is no possibility to force a WTO Member State 
to comply with a WTO ruling. There is still no possibility to levy a fine or a penalty 
on the WTO Member State not complying with the WTO obligations as is possible 
for the ECJ in the EC. With regard to the FSC/ETI disputes, the EC indirectly 
enforced the WTO ruling due to the implementation of punitive tariff duties in the 
amount of up to USD 4.043 billion.*3 


The EC has a different “strategy” mix to ensure that EC law is implemented in 
the EC Member States than the GATT or WTO has. The possibilities with regard 
to the “management strategy” are highly institutionalized in the EC. The strong 
role of the European Commission and the far-reaching rights of the EC institutions 
in certain areas very often “force” the EC Member States into a dialogue with each 
other. This strong role of the European Commission can be seen in the Avoir fiscal 
case, too, where the European Commission brought the case to the ECJ. In contrast, 
the reference of an identified measure to the DSB by the trade policy review board 
of the WTO is not possible. The adjudication strategy in the ECJ is very strong 
institutionalized. The decisions of the ECJ are binding for the EC Member States: 
there are independent judges; and based on the preliminary rulings procedure even 





82 In this respect see the “DISC” dispute and the “Tax Legislation Cases” described in Domestic 
International Sales Corporation (DISC) and 3.1 Principle of Territorial Income Taxation and 
Transfer Pricing. 

83 In this respect see the “FSC/ETI” dispute described in Foreign Sales Corporations (FSC). 
Extraterritorial Income Exclusion Act (ETI), and Transitional and Grandfathering Provisions 
of the Extraterritorial Income Exclusion Act. 
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private parties have direct access to the ECJ. With regard to the Avoir fiscal case, 
the strong implementation of the adjudication strategy can be identified, too.*4 The 
ruling was directly binding for France and the application of EC primary law with 
regard to direct tax issues by the ECJ has had a tremendous impact in the area of 
direct taxation all over Europe. In contrast, the enforcement strategy is, in com- 
parison with the management and the adjudication strategy, less comprehensively 
implemented. Countervailing measures or other sanctions against EC Member 
States violating EC law by other EC Member States are explicitly forbidden. How- 
ever, if an EC Member State does not comply with EC law, penalties and compen- 
sation payments may be declared to this state by the ECJ. 


2. Direct or Indirect Enforcement of Law and Rulings 


The taxpayer may not claim direct subjective legal rights in the EC or Switzer- 
land based on the WTO Agreements*®. 


In the EC, the ECJ decided in the /nternational Fruit Company case with regard 
to Art. 173:1 GATT that “those features of GATT, from which the Court concluded 
that an individual within the Community cannot invoke it in a court to challenge 
the lawfulness of a Community act, also preclude the Court from taking provisions 
of GATT into consideration to assess the lawfulness of a regulation in an action 
brought by a Member State. "*® Thus, the Court has consistently held that the nature 
and structure of GATT precluded any of its provisions from having direct effect, 
unless such EC law or regulation intended to implement the GATT/WTO provi- 
sions or referred to them explicitly. In Switzerland the non-direct application is 
based on the fact that the WTO rules are not specific and clear enough, do not have 
the rights and obligations of a single person as subject of law, and the addressees 
of the rules are not the public authorities*’. 


This is in contrast to bilateral tax treaties, which are applied directly in the EC 
and Switzerland by the domestic administrative courts and the ECJ. Therefore, 
taxpayers can claim their rights directly. The taxpayer cannot directly claim his 
rights based on WTO law or decisions by the DSB. In March 2005, the ECJ had 
another opportunity to rule on the effect of recommendations and decisions of the 
WTO DSB in the EC legal order. The ECJ held that an individual does not have 
the right to challenge, before a national court, the incompatibility of Community 
measures with WTO rules, even if the DSB had previously declared the Commu- 
nity legislation to be incompatible with those rules.** European primary and sec- 
ondary EC law, however, can be relied on by the taxpayer directly before domestic 
administrative courts and ECJ decisions can be directly challenged. 

%4 ECJ 28 January 1986, C-270/83 Avoir Fiscal. 

85 Bartholet, Archiv fiir Schweizerisches Abgabenrecht 2003/2004, 344. 

8 ECJ 12 December 1972, C-21-24/72 International Fruit Company. 

8? For Switzerland cf. Eidgendssische Alkoholrekurskommission 20 March 1997, VPB 63.54. 
88 ECJ | March 2005, C-377/02 Van Parys. 
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To sum up, the indirect application of WTO law is a major difference in com- 
parison with the legal framework of EC law. The fact that a taxpayer cannot claim 
rights based on the WTO Agreements or rely on decisions of the WTO DSB di- 
rectly limits the importance of the WTO dispute settlement procedure for the in- 
dividual taxpayer significantly in comparison with the importance of the ECJ. The 
WTO Agreement can thus only be enforced through claims by the WTO Member 
States, which is in general less effective and far-reaching.*® 


3. Overview of Similarities and Differences 


Further similarities and differences between the WTO dispute settlement and 
the ECJ that are of clear relevance in the area of direct taxation can be summarized 


as follows: 
EC] as an independent court | The AB been formally denied 


Institutions 
with the explicit formal power | the right to interpret the rules 
to interpret EC law, which is | of the WTO Agreements, with 
above of the Council of _| that power given to the General 
Ministers. Council but in reality the 
General Council, Panel and 
AB have the “de facto” right to 
interpret the WTO Agreements 
with the possibility for the 
DSB to override AB decisions. 
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89 Sorensen, European Taxation 2002, 212. 
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CJ. | 
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6 years. individual dispute. 
Overriding of Decisions | Not possible. The decision of | A decision by the AB can be 
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is unanimity. 
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Figure: WTO dispute settlement vy ECJ 


VI. Conclusions 


The WTO Agreements, by providing rules addressed to both States and — in- 
directly — private parties, represents the most sophisticated legal framework ever 
conceived to govern global trade and has a significant impact on the direct tax 
systems of WTO Member States. Unlike many other multilateral organizations, 
the WTO has a functioning dispute settlement procedure characterized by com- 
pulsory jurisdiction, pre-defined timeframes, automatic decision-making process- 
es, and is based on a two-instances mechanism of the Panel and the AB. As stated 
in the DSU, the system is a “central element in providing security and predicta- 
bility to the multilateral trading system”. 


Since the expansion of WTO rules and the implementation of the WTO dispute 
settlement in 1995, several important cases concerning taxation have been settled. 
Until 31 March 2006, out of a total of 341 WTO disputes with a request for con- 
sultation initiated at the WTO, 33 have been on taxation, nine of which dealt with 
direct tax issues. 


Even though the proximate effects of the WTO disputes have been — with the 
exception of the FSC/ETI dispute where punitive tariff duties for US products were 
implemented by the EC as a countervailing measure up to the amount of USD 
4.043 billion— rather limited in the area of direct taxation. However, there has been 


9 Art. 3.2 DSU. 
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a very strong indirect effect on the design of domestic and international tax laws 
and on the tax policy of the WTO Member States. With regard to the FSC/ETI 
ruling, the WTO Agreements challenge indirectly a territory-based corporate in- 
come tax system with appropriate transfer pricing provisions and an indirect con- 
sumption tax adjusted at the border. 


Regarding future developments, it is uncertain whether the WTO dispute set- 
tlement procedure will become more relevant in the area of direct taxation. Access 
to the WTO dispute settlement is limited to states and there is no type of preliminary 
rulings procedure. Furthermore, it has to be taken into consideration that general 
economic policy questions play an important role and the number of disputes 


brought to the dispute settlement procedure declined si gnificantly in the years 2005 
and 2006. 
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I. Introduction 


The WTO’s Dispute Settlement System reflects the inter-governmental nature 
of the organization. Acting before the DSB is reserved to member governments. 
Furthermore, the several WTO Agreements are applicable only between the mem- 
bers, i.e. those states that have acceded to these agreements.! However, although 
the disputes formally take place between the member governments involved, it is 
clear that a ruling or a negotiated settlement has a considerable impact on private 
non-governmental actors. For instance, one can easily recall the strong protests 
that took place during the 1999 Ministerial Conference in Seattle. They were to a 
large extent driven by French farmers infuriated by the famous Hormones ruling.’ 
At the time, the United States had been authorized to retaliate against European 
products such as Dijon mustard and Roquefort cheese until the European ban on 
meat imports was lifted. The anti-globalization movement at the time gathered to 
resist what it perceived as an unlawful decision promoting products of American 
multinationals at the expense of consumer safety and humanitarian concerns.’ Yet, 
the Roquefort producers affected by the US measures, of course, had tangible eco- 
nomic concerns, as they were suffering from import restrictions. Moreover, what 
added to their indignation was the fact that they had nothing do to with the initial 
dispute on meat imports from the American continent. 


The WTO is based on interactions between member governments and it is in 
principle up to these governments to defend their national interests with regard to 
trade as well. However, international trade is mainly carried out by private firms. 
They are the ones to benefit from the opening of markets but they are also the first 
being affected by international trade barriers. One of the WTO’s main goals re- 
mains the reduction of such barriers.* The heart of the WTO system is its Dispute 
Settlement mechanism.° Its impartial and transparent operation was considered by 
the member states to be of fundamental importance in assuring the resolution of 
trade disputes.° Through the Dispute Settlement System, the WTO has adopted a 
more legalistic approach than the GATT 1947 did. However, the latitude in nego- 
tiation left to the member governments still makes it half a diplomatic, half a ju- 
risdictional procedure.’ 


| Palmer/Mavrodidis, Dispute Settlement in the World Trade Organization — Practice and Pro- 
cedure (1999) 21. 

2 AB Report 16 January 1998, EC — Measures Concerning Meat and Meat Products (Hor- 
mones) WT/DS/AB/R. 

3 See e.g. Meunier, The French Exception, Foreign Affairs, July/August 2000, 104 (104 et 
seq.). 

” See the preamble of the Marrakesh Agreement establishing the World Trade Organization. 

5 Ruggiero, Special Report concerning preparations for the Ministerial Conference in Decem- 
ber 1996 in Singapore, WTO Focus, August-September 1996, 7. 

6 Singapore Ministerial Declaration, adopted 13 December 1996, WT/MIN (96)/DEC. 

7 Zambelli, L’amicus curiae dans le reglement des différends de l'OMC: état des lieux et per- 
spectives, Revue Internationale de Droit Economique, 2005, 197 (198). Zambeili calls the 
new dispute settlement system a procedure swi generis. 
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This paper discusses the status of a taxpayer within such a procedure. It seems, 
however, that there is no case law dealing with the specific role played by taxpayers 
in the course of Dispute Settlement. In addition, the author does not consider that 
there is a real need for a “special treatment” of taxpayers separate from other non- 
governmental actors within the settlement of trade disputes as they have the same 
relevant characteristics as other importers, producers, competitors etc., namely that 
they are non-governmental actors engaged in international trade. This paper will 
therefore discuss the various opportunities which private persons have in general 
to participate in trade disputes related to the WTO. Nevertheless, to explore all the 
possibilities to enhance the status of non-governmental entities would go too far 
in this paper. The author will therefore focus on the existing means and will avoid 
going into detail on (often legitimate) criticism of the system or of existing pro- 
posals aiming at enhancing it. 


Il. Status of Private Actors at the Members States’ Level 


In theory, there are at least two different ways for private actors to challenge 
violations of WTO law at the national level.* On the one hand, there could be a 
possibility for them to invoke WTO law and to complain directly before a mem- 
ber’s courts about alleged violations of the WTO Agreements (issue of “direct ef- 
fect’). On the other hand, non-governmental actors could request their responsible 
trade authorities to deal with alleged violations of WTO law bilaterally with the 
concerned third state or within the Dispute Settlement System. 


First, to what extent private actors can invoke WTO law before their national 
courts will be discussed. Secondly, existing legal schemes in the United States and 
in the European Community which provide for legal possibilities for private firms 
to ask for the opening of a Dispute Settlement procedure according to the DSU 
will be considered. 


1. Effect of WTO Law on the Members’ Internal Law 


For private actors to invoke WTO law before a court, that law must be consid- 
ered to have a direct or immediate effect on the WTO members’ legislation, that 
is to say the national courts, including the ECJ, must be bound by it. This is the 
case if the law in question is considered to be “self-executing”.’ In general, it can 
be said that the member states are very reluctant to give such effect to the WTO 


® When the term “national level” is used in the following, the Community level in the EC is 
included as well. 

9 In international law, a norm is considered to be self-executing if it is adequately certain and 
absolute to be used internally in national courts. In this sense, there must be a clear, precise 
and unconditional obligation that is not subject, in its implementation or effects, to the adop- | 
tion of any subsequent measure. See Uerpmann, /nternational Law as an Element of Euro- 
pean C onstitutional Law, Jean-Monnet Working Paper, (2003) 10 et seq. | 
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Agreements. The WTO is aware of this as well: In the dispute arising on the US 
“Section 301”, the Panel, as a matter of fact, stated that 


“§ n]either the GATT nor the WTO has so far been interpreted by GATT/WTO in- 
stitutions as a legal order producing direct effect. Following this approach, the 
GATT/WTO did not create a new legal order the subjects of which comprise both 
contracting parties or Members and their nationals, ”!" 


1.1 Effect of WTO Law in the European Community 


In its decision to approve the Agreements of the Uruguay Round establishing 
the WTO, the Council of the European Union explicitly stated in the final recital 
of the preamble that “by its nature, the Agreement establishing the World Trade 
Organization, including the Annexes thereto, is not susceptible to being directly 
invoked in Community or Member State courts”.!! The ECJ has also confirmed 
this view, which in substance reiterated its own stand with regard to the GATT 
1947 on which the ECJ had already ruled out such direct effect.'? In general, the 
ECJ considers the criterion of reciprocity of an international agreement to be a 
central one in order to be characterized as having a direct effect.'> The criterion of 
reciprocity concerns, in particular, the balance of the rights and obligations con- 
tained in such an agreement, the way the agreement is implemented, the binding 
effect on the signatory states and, last but not least, the scope for maneuver granted 
to the signatory states. 


The ECJ recalled in Portugal v Council that the WTO Agreements did not de- 
termine the appropriate legal means for ensuring that they are applied in good faith 
in the legal order of the contracting parties. Furthermore, some of the most impor- 
tant commercial partners of the Community had concluded that the WTO Agree- 
ments were not among the rules applicable by their judicial organs when reviewing 
the legality of their rules of domestic law.'* The Court concluded that such a direct 
effect of WTO law would deprive WTO member states of the room to maneuver 
which they enjoy under the Agreements as long as other members “reciprocally” 
do not adopt such a view in their internal law as well.'!> The ECJ confirmed in 
subsequent cases that the WTO Agreements are not such as to create rights which 
individuals may rely on directly before a national court.!® 





10 Report of the Panel, 22 December 1999, “United States — Section 301-310 of the Trade Act 
of 1974", WTO Document WT/DS152/R (adopted 27 January 2000), para 7.72. 

\l_ Council Decision 94/800/EC of 22 December 1994 concerning the conclusion on behalf of 
the European Community, as regards matters within its competence, of the agreements 
reached in the Uruguay Round multilateral negotiations (1986-1994) (OJ 1994 L 336, p. 1). 

12 ECJ 12 December 1972, Joined Cases 21—24/72, International Fruit Company NV and other 
v Produktschap voor Groenten en Fruit [1972] ECR I-1219. 

13, Behrens, Die private Durchsetzung von WTO-Recht, in Nowak/Cremer (eds) /ndividual- 
rechtsschutz in der EG und der WTO (2002) 201 (207 et seq). 

14 BCJ 23 November 1999, C-149/96, Portugal v Council [1999] ECR 1-8395, para. 41 and 43. 

1S. ECJ23 November 1999, C-149/96, Portugal v Council [1999] ECR I-8395, para. 40 and 46. 

16 See e.g. ECJ 2 May 2001, OGT Fruchthandelsgesellschaft mbH v Hauptzollamt Hamburg- 
St. Annen [2001] ECR I-3159 and ECJ 1 March 2005, Léon Van Parys NV v Belgisch Inter- 
ventie- en Restitutiebureau (BIRB) [2005] ECR I-1465. 
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1.2 Effect of WTO Law in the United States 


The US approach parallels the European view. Whether a treaty becomes part 
of US domestic law and thus has a direct effect depends on the US doctrine of 
“self-executing treaties”. However, statutory phrases and legislative history pro- 
vide that the WTO Agreements are in general not considered to be self-executing,!” 
Hence, they are not part of US domestic law and have no direct effect. '* Individuals 
therefore cannot rely on them directly before US courts. 


1.3 Effect of WTO Law in Japan and Switzerland 


In Japan, it appears that there are many nuances in legal practice but that inter- 
national treaties in general override domestic law. According to Jackson, it is, how- 
ever, unlikely that Japanese courts would admit a direct effect of WTO Agreements 
when individuals try to challenge the conformity of domestic laws.'? The same is 
essentially true in Switzerland where international treaties are, in general, consid- 
ered to have the force of law and to prevail over domestic law. The Swiss Federal 
Supreme Court stated that the WTO Agreement on Governmental Procurement of 
15 April 1994 indeed had direct effect on domestic law since it requires the signa- 
tory states to provide for specific legal procedures enabling individuals to chal- 
lenge breaches of the Agreement (Article XX).?° The Swiss Federal Court, how- 
ever, considers at least the provisions of the GATS not to be precise enough and 
therefore not apt to be invoked by individuals.”! 


2. Domestic Possibilities for Private Actors to Demand Recourse to the 
Dispute Settlement System 


Both the United States and the European Community have enacted specific 
legal procedures which private firms can use in order to petition the relevant trade 
authorities to challenge alleged violation of WTO law. The US introduced their 
law as early as in 1974 whereas the European provisions were enacted in the nine- 


'’ The US implementation legislation, 19 U.S.C. §102 (c) reads as follows: “Effect of Agree- 
ment with Respect to Private Remedies. — (1) Limitations. —- No person other than the United 
States ~ (A) shall have any cause of action or defense under any of the Uruguay Round 
Agreements or by virtue of congressional approval of such an agreement, or (B) may chal- 
lenge, in any action brought under any provision of law, any action or inaction by any de- 
partment, agency, or other instrumentality of the United States, any State, or any political 
subdivision of a State on the ground that such action or inaction is inconsistent with such 
agreement.” 

8 Jackson, The World Trade Organization — Constitution and Jurisprudence, (1998) 31. 

'9 Jackson, The World Trade Organization — Constitution and Jurisprudence, 33. See also Ale- 
manno, Private Parties and WTO Dispute Settlement System, Cornell Law School LL.M. 
Papers Series 2004 Paper | (6). 

20 Swiss Federal Supreme Court 26 June 2000, 2P.4/2000 ARGE X. v Kanton Basel-Landschaft 
2000}. 

2] te, Supreme Court 30 November 2004, 2A.178/2004 Swisscom Fixnet AG v TDC 
Switzerland AG and Federal Commission of Communications [2004] BGE 131 II 13, 41. 
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ties. For this reason and because the European model was at least partly inspired 
by US Section 301, the American approach will be discussed first. 


2.1 United States: Section 301 of the Trade Act 1974 


Section 301 of the Trade Act of 1974 was enacted by the US Congress because 
Congress considered that the US markets were disproportionately open compared 
to foreign markets. GATT rules were perceived to be too narrow and this led Con- 
gress to expand the scope of the new law to areas not yet covered by international 
trade rules.’* In substance, the US Trade Representative (USTR), which is a Cab- 
inet-level position, is mandated to investigate and to take any “appropriate and 
feasible action” against foreign trade barriers (Sec. 301 (a) and (b)). Any interested 
private person is allowed to petition the USTR requesting that such actions be taken 
(Sec. 302 (a) (1)). In addition, it is explicitly stated that the term “interested person” 
is not limited to domestic (i.e. US) firms (Sec. 301 (d) (9)). However, and unlike 
the European equivalent, there is no possibility of a judicial control of the USTR’s 
decision to take action or not. Section 301 does not confer any legal right on the 
petitioning person. It rather represents a “process of public-private collaboration 
in fact-gathering, strategizing, negotiating, and (potentially) litigating over foreign 
trade restrictions”*>. The USTR thus enjoys a large discretionary power. 


The underlying idea of Section 301 is to enable the private sector to cooperate 
closely with a public authority and to provide it with its insights, its knowledge 
and its resources. Private firms know best about impeding foreign trade restric- 
tions. In addition, like every governmental agency, the USTR has limited resourc- 
es, which can be complemented by private companies having concurring inter- 
ests.*4 For this purpose, an efficient exchange of information becomes important. 
The USTR especially wants to be able to judge about the adequacy of filing a WTO 
claim and about the chances of winning the case. Private firms in Washington D.C. 
have an interest in succeeding to convince the USTR to act “on their behalf’. Thus, 
they have learned to use the Section 301 to their benefit. They often form trade 
associations and try to incite Congressional pressure on the USTR.*° In the EC- 
Meat Hormones case, for example, the beef industry seems to have perfectly or- 
chestrated public pressure on the USTR and it was able to rely on a large number 
of members of Congress to support it.7° 


However, the USTR cannot take only private interests into consideration but 
must adopt an overall view of what serves the national interest of the United States 
best. Unlike private firms, the USTR must pay attention to the possible conse- 
quences of a given case for trade relations, for other economic sectors and to the 
fact that the US could well be in a defensive position in a similar future case. 





22. Shaffer, Defending Interests — Public-Private Partnerships in WTO Litigation (2003) 20 et 


seq. 
23 Shaffer, Defending Interests — Public-Private Partnerships in WTO Litigation, 30. 
24 Shaffer, Defending Interests — Public-Private Partnerships in WTO Litigation, 31 et seq. 
25 Shaffer, Defending Interests — Public-Private Partnerships in WTO Litigation, 38 et seq. 
26 Shaffer, Defending Interests — Public-Private Partnerships in WTO Litigation, 39. 
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__ Inthe United States, Section 301 is generally viewed as an important instrument 
in order to open foreign markets to domestic products.’ Section 301, however, is 
under some heavy criticism from abroad.” It is sometimes regarded as being an 
unfair instrument provided by a government in order to defend interests of private 
firms. Silvia Ostry, former Canadian ambassador during the Uruguay Round trade 
negotiations, was quoted in 1999 saying “America does not have a trade policy. It 
has clients.”*? Some consider Section 301 to be the expression of an American 
hegemonic attitude, which intends to impose unilaterally (and in parallel to the 
WTO) the rules of the game on others countries, but without having any notable 
effect at the end of the day.” 


However, in 1998, the EC, supported by Japan and 16 other WTO members as 
third parties, challenged the legality of Section 301 under WTO law. The main 
allegation was that Section 301 gave the USTR the authority to take action either 
consistently or inconsistently with WTO obligations, and that this was a violation 
of those obligations. The US argued that only legislation that mandates actions 
inconsistent with WTO, or which precludes actions consistent with WTO, could 
violate WTO provisions.*' The Panel concluded that Section 301 constituted a pri- 
ma facie violation of WTO obligations.*? The Panel went on to say: 


“Members faced with a threat of unilateral action, especially when it emanates 
from an economically powerful Member, may in effect be forced to give in to the 
demands imposed by the Member exerting the threat, even before DSU procedures 
have been activated. To put it differently, merely carrying a big stick is, in many 
cases, as effective a means to having one's way as actually using the stick. The 
threat alone of conduct prohibited by the WTO would enable the Member concerned 
to exert undue leverage on other Members. "? 


However, the Panel held that the hypothetical application of Section 301 did 
not violate WTO law and relied on the US government’s “undertakings” not to 
take action before exhausting WTO procedures. Although the Panel finally condi- 
tionally upheld the statute’s legality, it made clear that unilateral deployment of 
Section 301 was limited by WTO rules.*4 


27 For instance, Charlene Barshefsky, the former USTR, explicitly referred to the threat of trade 
sanctions as a means to force China in 1995 to enter into a trade agreement on IPR (Intel- 
lectual Property Rights). See Senate Finance Committee Hearing, 10 June 1997. 

28 Durling speaks of the “internationally infamous Section 301°; Durling, Anatomy of a Trade 
Dispute — A Documentary History of the Kodak-Fujifilm Dispute (2000) 376. 

29 At Daggers Drawn: First Bananas, Now Beef, Soon Genetically Modified Foods, Economist, 
8 May 1999, p. 17. , 

© Siroén, L’unilatéralisme des Etats-Unis, Annuaire Francais des Relations Internationales 
(AFRI), 2000, 570, 571 and 581. Similarly, Shaffer quotes Alistair Stewart, then head of the 
European Commission's Directorate General for Trade (interview 16 January 2002): “Sec- 
tion 301 was designed to be unilateral”, Shaffer Defending Interests — Public-Private Part- 
nerships in WTO Litigation, 29. 

3! EU 23 December 1999, Press release, IP/99/1051. 

32. Shaffer, Defending Interests — Public-Private Partnerships in WTO Litigation, 53. 

33, Section 301 Panel Report, para 7.89. 

34 Section 301 Panel Report, para 8.1. 
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Interestingly enough, the Panel’s decision also took into account the impact of 
WTO law on non-governmental actors. Reflecting on the WTO’s role, the Panel 
States that “it would be entirely wrong to consider that the position of individuals 
is of no relevance to the GATT/WTO legal matrix.”>> The report suggests that in 
considering whether a member state has violated its treaty obligations, the Panel 
can properly consider not just the interests of the affected states, but also the private 
actors.*° In this regard, Charnovitz considers the “Section 301”-decision to be a 
cutting-edge one, which will influence future Panelists and the invisible college of 
international trade law in the years ahead.>” 


In conclusion, it can be said that Section 301 gives private persons a powerful 
tool to encourage the US government to act against violations of WTO rules. In 
comparison with the European equivalent of Section 301 (see below), it is note- 
worthy that the right to petition the government under Section 301 is not limited 
to domestic companies but that claims of any company are accepted, wherever it 
is aresident. It is therefore conceivable that Community enterprises (e.g. importing 
ones) try to work Section 301 in order to challenge the conformity of European 
rules with the WTO.°° However, Section 301 does not confer any right to claim an 
action by the USTR; neither is it enforceable before a Court if the USTR rejects a 
petition of private firms. The discretionary power granted to the administration 
obviously subjects the decision to take any action (in accordance with the condi- 
tions laid down in the Panel’s Section 301-report or not) to political considera- 
tions.*? Section 301 merely provides for a system that can be used by public and 
private actors to form genuine co-operative partnerships with the ultimate goal to 
open foreign markets. 


2.2 European Community: the Trade Barrier Regulation 


In 1994, the EC enacted the Trade Barrier Regulation (TBR) in anticipation of 
the WTO’s establishment.*? The regulation’s aim is to enable the Commission to 
deal with obstacles to trade adopted or maintained by third countries. Arts. 4 and 
5 TBR provide that any Community enterprise, which considers that it has suffered 
adverse trade effects as a result of obstacles to trade that have an effect on the 





35 Section 301 Panel Report, para 7.73. 

36 Charnovitz, The WTO and the Rights of the Individual, /ntereconomics, 2001, 98 (102). 

37. Charnovitz, The WTO and the Rights of the Individual, 108. 

38 Behrens, in Nowak/Cremer (eds) /ndividualrechtsschutz in der EG und der WTO 214. 

39 The question is also related to the question of the nature of international law (e.g. WTO law), 
i.e. whether states comply with international law because of an opinio juris (a sense of a 
legal obligation) or only insofar as it serves their national interest (taking international law 
not as a check but as an endogenous element among others to a state’s interest and its be- 
haviour). For this rather instrumental approach: See Goldsmith/Posner, The Limits of Inter- 
national Law (2005), 23 et seq. and 152 et seq. 

40 Council Regulation 3286/94 of 22 December 1994 laying down Community procedures in 
the field of the common commercial policy in order to ensure the exercise of the Commu- 
nity’s rights under international trade rules, in particular those established under the auspices 
of the World Trade Organization (OJ 1994 L 349, p. 71). 
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ever, unlike Section 301, such complaint is only admissible if the obstacle to trade 
alleged therein is the subject of a right of action established under international 
trade rules laid down in a multilateral or plurilateral trade agreement. In addition, 
Art. 12 TBR explicitly requires any commercial policy measures to be decided 
only after the discharge of a WTO Dispute Settlement procedure. Finally, such a 
measure must be in conformity with existing international obligations and proce- 
dures. In continuation of the ECJ’s case law under the GATT 1947, a Community 
enterprise must also be allowed to enforce the TBR before the Court.4! 


The fact that only Community enterprises are entitled to the TBR and the lim- 
itation of the possible enforcement measures seems to make it a less powerful pol-_ 
icy instrument than its American equivalent. The possibility to enforce the TBR 
before the ECJ may only seemingly give more rights to private actors since the 
ECJ would be very likely to be rather reluctant to interfere with the Commission’s 
discretionary power in shaping the Community’s trade policy.4? The EC has nev- 
ertheless obviously learned to use the WTO’s Dispute Settlement System very suc- 
cessfully in the last years, virtually dominating the use of the system against the 
US* In the view of Commission’s officials, the TBR could become a powerful 
tool in the hands of the Community in order to induce foreign governments to 
negotiate and modify practice. Since the TBR offers a genuine legal procedure 
it also relies much less on the factual “political bargaining power” of a company. 
This allows smaller firms in particular to use the procedure, even in opposition to 
their European-wide trade associations. For instance, the Italian textile producers, 
being unsatisfied with US rules of origin, were not supported by the EURATEX, 
the Europe-wide textile trade association, because some of its members benefited 
from the US rules. #> Nevertheless, in 1996, Federtessile (the Italian Federation of 
Textile Industries) lodged a complaint under the TBR that ultimately led to two 
subsequent consultation requests by the EC.*° The US and the EC then managed 
to reach a negotiated solution to the dispute.*” 


nanensonnen 
market of a third country may lodge a written complaint to the Commission. How- 
: 


The TBR is therefore, on the one hand, an instrument that can be used by non- 
governmental actors who are affected by foreign trade barriers and who might want 
to incite the Commission to de facto defend their interests with regard to foreign 
nations (within WTO mechanisms). This possibility is, however, only granted to 
“Community enterprises”. On the other hand, the TBR system can provide the 
Commission with important information on international trade restrictions and re- 
4! Behrens, in Nowak/Cremer (eds) /ndividualrechtsschutz in der EG und der WTO 212. 
42 Behrens. in Nowak/Cremer (eds) /ndividualrechtsschutz in der EG und der WTO 212. 
43 See e.g. Shaffer Defending Interests — Public-Private Partnerships in WTO Litigation, 72 et 
seq. Shaffer calls this evolution a “dramatic switch in the use of WTO dispute settlement”. | 
44 Shaffer Defending Interests — Public-Private Partnerships in WTO Litigation, 98. 
45 Shaffer Defending Interests — Public-Private Partnerships in WTO Litigation, 97. 


46 WT/DS85 and WT/DSIS5I1. 

47 Commission Decision 2000/667/EC of 20 October 2000 terminating the examination pro- 
cedure concerning changes made by the United States of America in their rules of origin for 
textiles and apparel products (OJ 2000 L 278 p. 35). 
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sources provided by the private economy (e.g. expertise). Shaffer calls this proce- 
dure a “dynamic, ad hoc, hybrid, multitiered, process in which private interests 
are deeply implicated. ’’*® Nevertheless, the system suffers the same limitations as 
its American counterpart, since it remains subject to political considerations. It 
must be kept in mind, though, that it is often political rather than legal arguments 
which are decisive at the different stages of dispute settlement. For instance, the 
reluctance of the EC to implement the recommendations in the Hormones and Ba- 
nanas Cases is very significant in this respect.4? The existing and permanent pos- 
sibility for members to settle a dispute through bilateral negotiations also gives 
evidence of the political (or “diplomatic’’) nature of every dispute. 


III. Status of Private Actors at the WTO Level 


The WTO’s system of Dispute Settlement is in principle reserved to its mem- 
bers. Non-members may neither take advantage of the WTO nor are they subject 
to its requirements.°° The DSU limits its application to disputes arising between 
members concerning their rights and obligations under the provisions of the Agree- 
ment establishing the World Trade Organization (Art. | DSU). Membership is, 
however, not necessarily limited to sovereign nation-states: Hong Kong, for in- 
stance, is a full member. >! Yet, except for the above-mentioned exception, the 
WTO can reasonably be called an inter-governmental organization, private actors 
being virtually excluded from the system. Thus, only WTO member governments 
have access to the Dispute Settlement System. The question of the status of non- 
governmental actors within that system therefore directly addresses the very es- 
sence of the WTO.” 


In the following section, the question of the admissibility of private counsel 
(barristers, solicitors, attorneys) to a dispute will be briefly discussed. Subsequent- 





48 Shaffer, Defending Interests — Public-Private Partnerships in WTO Litigation, 101. 

49 AB Report 16 January 1998, EC — Measures Concerning Meat and Meat Products (Hor- 
mones) WT/DS/AB/R; AB Report, 9 September 1997 EC — Regime for the Importation, Sale 
and Distribution of Bananas (Bananas Ill), WT/DS27/AB/R. Oeter speaks of a “stubbornness 
amounting to a virtual denegation of law by the EC” (“an Rechtsleugnung grenzende Hart- 
nackigkeit der EG”): Oeter, Gibt es ein Rechtschutzdefizit im WTO-Streitbeilegungsver- 
fahren? in Nowak/Cremer (eds) /ndividualrechtsschutz in der EG und der WTO (2002) 221 

eT). 

50 oh Dispute Settlement in the World Trade Organization — Practice and Pro- 
cedure, 21. 

51 Hong Kong was admitted in 1986 as a full Contracting Party, despite the British colonial 
rule at the time. In 1995, Hong Kong joined the WTO. Although it has been part of the 
People’s Republic of China since 1997, it has remained a separate member of the WTO, the 
People’s Republic of China having assured that Hong Kong’s status would remain sufficient- 
ly independent to fulfil the Agreements’ requirements; see Jackson, The World Trade Or- 
ganization — C constitution and Jurisprudence, 47 et seq. 

52 Nichols, Extension of Standing in World Trade Organization Disputes to Nongovernment 
Parties, University of Pennsylvania Journal of International Economic Law 2004, 669 (677). 
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ly, the possibilities of private actors to intervene indirectly in the Dispute Settl 
ment System will be explained. 


1. Legal Representation 


In the Bananas I/] case, the question arose whether the parties to a dispute coul 
only send government officials as their representatives to the proceedings 
whether the member states should be allowed to have private legal counsels de- 
fending their position. That would include individuals who were hired for the spe- 
cific case and who were not permanently employed by the government.*? Saint 
Lucia, which appeared as a third party to the dispute, requested that its legal ad- 
visers be granted an opportunity to participate in the Appellate Body’s oral hearing, 
The complaining parties, however, alleged that under the GATT, presentations by 
governments in dispute settlement proceedings had been made exclusively by gov- 
ernment lawyers or government trade experts. They also cited policy reasons for 
their opposition to the appearance of private lawyers: In substance, they argued that 
WTO dispute settlement is dispute settlement among governments, and that it is for 
this reason that the DSU safeguards the privacy of the parties during recourse to 
dispute settlement procedures.*4 Nevertheless, the Appellate Body made clear that 
nothing in the WTO Agreement or in general law prevents a WTO member from 
determining for itself the composition of its delegation.*> It also noted that this 
possibility would be of particular significance for developing countries since it 
enables them to participate fully in dispute settlement proceedings. 


It could be argued that this decision merely recognizes existing facts. The Ko- 
dak-Fuji case*’, for instance, has notably involved private firms and their repre- 
sentatives to a very large extent, even if they acted “behind the scenes”.** As Shaf- 
fer reports, the combined legal fees of Kodak and Fuji paid to two law firms in 
Washington D.C. were estimated to exceed USD 12,000,000.°? In addition, some 
developing countries, possibly lacking sufficient know-how, may be dependent on 
the possibility of hiring external experts in WTO dispute settlement. 


53. World Trade Organization, A Handbook on the WTO Dispute Settlement System (2004) 97 
et seq. 

‘4 Bananas III, para 9. 

55 Bananas III, para 10. 

‘© Bananas III, para 12. 

5? Panel Report, 22 April 1998 Japan — Measures Affecting Consumer Photographic Film and 
Paper, WT/DS44/R. The Kodak-Fuji case was initiated by Kodak through the Section 301 
procedure: See Shaffer, Defending Interests — Public-Private Partnerships in WTO Litiga- 
tion, 169. 

88 Oeter, in Nowak/Cremer (eds) /ndividualrechtsschutz in der EG und der WTO 223. 

59 Shaffer, Defending Interests — Public-Private Partnerships in WTO Litigation, 38. 
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2. Amicus Curiae Briefs 


Rules on trade by their very nature affect private firms. Restrictions to interna- 
tional trade always harm non-governmental actors in the first place. This obvious 
fact triggers a tangible interest of such actors to have their say in dispute settlement 
procedures before the WTO. However, the DSU does not grant them any explicit 
right to participation. Private actors are virtually excluded from the WTO’s dispute 
settlement system. Some private persons will therefore incorporate their submis- 
sions in one of the member states’ files.°? Nevertheless, a controversial issue has 
been whether Panels and the Appellate Body may accept and consider unsolicited 
submissions they receive from entities not being a party or third party to the dis- 
pute.°! Based on the DSU’s Art. 13 (2), several private actors have repeatedly sub- 
mitted non-solicited amicus curiae briefs to the Panels.® In the US— Shrimps case, 
the Panel initially rejected the briefs on the basis that they had not been “sought” 
by the Panel as required by Art. 13 and that accepting non-requested information 
from non-governmental sources would be incompatible with the DSU’s provi- 
sions. The Appellate Body, however, overturned that ruling, stating that a Panel 
had the discretionary authority either to accept and consider or to reject information 
and advice submitted to it, whether requested by a Panel or not.®4 In US-British 
Steel, the Appellate Body made clear that it considered itself as having legal au- 
thority to accept and consider unsolicited briefs.°° However, the amici curiae have 
no legal right to be heard. 


In EC — Asbestos, the Appellate Body went one step further by providing for 
an ad hoc additional procedure in order to allow private persons to participate in 
the dispute.°’ It specified several criteria such as content, deadlines, etc. Persons 
intending to file such a submission were required to apply for leave to file that 
submission. The Appellate Body’s decision to open the procedure to private parties 





60 World Trade Organization, A Handbook on the WTO Dispute Settlement System 98. 

61 See for an overview of the issue before the WTO: Bossche, The Law and Policy of the World 
Trade Organization (2005) 196 et seq. 

62 The roots of amicus curiae briefs are found in Roman Law; they developed with English 
Common Law, and were exported to the United States, where they flourished. See Marceau/ 
Stilwell, Practical Suggestions for amicus curiae briefs before the WTO adjudicating bodies, 
Journal of International Economic Law 2001, 155 (157 et seq.). An amicus curiae brief 
“/iterally means ‘friend of the court’ -- someone who is not a party to the litigation, but who 
believes that the court's decision may affect its interest.” William H. Rehnquist, The Supreme 
Court (2002) 239. 

63 Panel Report 15 May 1998 United States — Import Prohibition Certain Shrimp and Shrimp 
Products, adopted as amended by the Appellate Body Report on 6 November 19998 (US- 
Shrimp) WT/DSS58/R, para 7.8. 

64 AB Report 6 November 1998, United States — Import Prohibition Certain Shrimp and Shrimp 
Products, (US-Shrimp) WT/DS58/AB/R, para 108. 

65 AB Report 10 May 2000, United States — Imposition of countervailing Duties on Certain 
Hot-Rolled Lead and Bismuth Carbon Steel Products Originating in the United Kingdom 
(US — British Steel), WT/DS138/AB/R, para 39-42. 

66 World Trade Organization, A Handbook on the WTO Dispute Settlement System 99. 

67 AB Report 12 March 2001, EC — Measures Affecting Asbestos and Asbestos-Containing 
Products (EC — Asbestos) WT/DS135/AB/R, para 51 et seq. 
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immediately sparked heavy criticism by member states. The matter was discussed 
in a special meeting of the General Council where a majority of the member states 
argued that the DSU did not allow Panels and the Appellate Body to accept and 
consider amicus curiae briefs. The dispute settlement procedure was regarded as 
taking place purely between members and therefore excluding non-parties or non- 
governmental actors. Some members’ took the view that the issue of amicus curiae 
briefs should be solved through negotiations and that it was the members’ respon- 
sibility to legislate on it. ® In any case, the Appellate Body eventually denied all 
applicants leave to file their written briefs in EC-Asbestos.©? As Zonnekeyn notes, 
a request to the Appellate Body made by some of the applicants to specify the 
reasons for rejecting the applications was ignored, the reasons being that the ap- 
plicants should await the publication of the report, where all the information would 
be provided, Nevertheless, the Appellate Body report did not contain such infor- 
mation. 


The question of amicus curiae briefs remains very controversial. It addresses 
a number of essential questions concerning the functioning of an intergovernmen- 
tal organization like the WTO. One is the question of the private legitimate interest 
to act before the Panels or the Appellate Body. The underlying problem is that it 
is the member governments which are supposed to defend the interests of their 
citizens as part of their national interest. From that point of view, there is no space 
for individuals to defend their own interests. Moreover, the affected private inter- 
ests may vary considerably. Environmental organizations like the World Wildlife 
Fund (which filed a brief in US — Shrimp’') defend mere general interests whereas 
others, as the American Iron and Steel Institute (US — British Steel’), will see their 
very own commercial interests at stake. ’* It is suggested that the conditions for 
filing an amicus curiae brief could require a “substantial interest” on the part of 
the submitting group.’* Other factors such as the representation and the account- 
ability of the submitting entity could also be taken into account.’° 


In the author’s view, the only intelligible motive for allowing at least some 
private access to the WTO is the fact that it is essentially private persons, who, 
being involved in trade, are affected by a ruling of a Panel or of the Appellate Body. 
Therefore, it seems reasonable to grant them some “weight” before or within the 
WTO. However, the issue is a different one when one considers organizations “of 





68 General Council, 22 November 2000, Minutes of the Meeting, WT/GC/M/60. As a notable 
exception, the United States believed that the Appellate Body had acted appropriately (see 
para. 74 et seq.). 

69 EC — Asbestos, para. 56. 

7 Zonnekeyn, The Appellate Body’s Communication on Amicus Curiae Briefs in the Asbestos 
Case ~ An Echternach Procession?, Journal of World Trade, 2001, 553 (560). 

7! See e.g. the WWF International's Supplementary Amicus Curiae Brief on the Shrimp-Turtle 
Dispute, July 1998. 

72 Marceau/Stilwell, Journal of International Economic Law 2001, 160. 

73 Zambelli, Revue Internationale de Droit Economique, 2005, 209. 

74 Prévost,. WTO Subsidies Agreement and Privatised Companies: Appellate Body Amicus 
Curiae Briefs, Legal Issues of Economic Integration 2000, 279 (287). 

75 Marceau/Stilwell, Journal of International Economic Law 2001, 180. 
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public interest” (environmental NGOs, for instance). They are, in general, not in- 
dividually or directly affected by such rulings nor are they affected by trade re- 
strictions. Their insight and knowledge may be important in order to solve a dispute 
in an appropriate manner; however, the concern that affected parties must be al- 
lowed to illustrate their (commercial) situation or that they must be spared a “denial 
of justice” does not arise in relation to such NGOs.”6 


Up to the present, the amicus curiae brief has had a limited impact on the prac- 
tice of Dispute Settlement between member states.”” The Appellate Body has never 
considered any unsolicited submission to be pertinent or useful, and thus, has never 
considered any that has been submitted.’’ The question of amicus curiae briefs 
was intended to be discussed at the Ministerial Conference in Hong Kong.” It 
seems, however, that the issue was dropped later on.°° The issue is still being dealt 
with in special sessions of the Dispute Settlement Body. It has been suggested that 
guidelines be issued for handling amicus curiae submissions. The question seems 
to arise especially in connection with the concern of transparency which “could 
help facilitate implementation of DSB recommendations and rulings”.*! 


IV. Liability of Members for Non-Compliance? 


Being virtually excluded from acting at the WTO level, private business oper- 
ators are not given any means by the WTO to force members to comply with WTO 
law. Even if the DSB finds a member in breach of the Agreements, the means 
tending to achieve compliance remain “inter-governmental”. The WTO Dispute 
Settlement System offers three remedies: the withdrawal of the inconsistent meas- 
ures, compensation and retaliation.’ In addition, compliance under WTO law is 





76 Alemanno, Cornell Law School LL.M. Papers Series 2004 Paper 1, 4. Alemanno uses the 
argument of the denial of justice instead to find grounds for a liability of the non-compliant 
state (see below). The concern of a legitimate need of protection of private persons from the 
member states’ violation of WTO law remains the same, though. 

7 Zambelli, Revue Internationale de Droit Economique, 2005, 206 et seq. 

78 World Trade Organization, A Handbook on the WTO Dispute Settlement System 100. The 
reasons given for the rejection of the amicus curiae briefs are often remarkably “brief”: E.g. 
“The [Appellate Body's] Division did not find it necessary to take the brief into account in 
resolving the issues raised in this appeal.” AB Report 6 March, Mexico — Tax measures on 
soft drinks and other beverages, WT/DS308/AB/R. See also AB Report 28 April 2005 EC 
— Export Subsidies on Sugar, WT/DS265/AB/R, WT/DS266/AB/R, WT/DS283/AB/R, 

ara 9. 

de Zambelli, Revue Internationale de Droit Economique, 2005, 210. 

80 See e.g. Briefing Notes on the 6th Ministerial Conference in Hong Kong, China, 5 December 
2005, 32. 

81 Minutes of the Special Session of the Dispute Settlement Body of 15 July 2005, point 1.4. 
(proposal of the United States), TN/DS/M/27. 

82 Kessie, Enhancing Security and Predictability for Private Business Operators under the Dis- 
pute Settlement System of the WTO, Journal of World Trade, 2000, | (14). The DSU refers 
to “Suspension of Concessions”, this remedy is in general described as countermeasure or 


retaliation (Article 22). 
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generally considered to be prospective in nature (ex nunc) as opposed to bei 
retroactive (ex tunc).** In the end, private firms affected by trade barriers or 
authorized Suspensions of Concessions bear the effective costs without effecti 
means to recover their damages. In general, since the WTO Agreements are 
considered to have any direct effect on the member states, their “invokability” fi 
liability claims against the member states has in general been ruled out. 


Nevertheless, the ECJ may have recently left opened the possibility for indi- 
viduals to rely on DSB reports to recover damages encountered after the expiration 
of the reasonable period of time within which the EC is supposed to comply.** It 
criticized the Court of First Instance’s (CFI) view that the question of invokability 
of a DSB report and the direct effect of WTO law were directly linked.*® It also 
faulted the CFI for not having addressed the argument that the legal effects of a 
DSB decision vis-a-vis the European Community called into question the finding 
that the WTO rules did not have direct effect and provided grounds for a review 
by the Community court of the legality of EC measures violating WTO law.*’ In 
other words, the ECJ considered the direct effect of the Agreements to be a different 
issue than the question of “invokability” of a DSB report and its recognition in 
domestic law.** 


In the author’s view, the question of liability of the member states remains a 
question solely of the members’ domestic law. It is difficult to conceive that an 
obligation to allow such a “direct effect” of DSB reports on the members’ internal 
legal system could be deduced from the Agreements in the present state since the 
Agreements are generally viewed as precisely lacking such an effect. Moreover, 
the WTO is generally considered to be about market opportunities rather than lia- 
bility and damages in the tort law sense, or reparation in the public international 
law sense.*? The legitimate concern of compensation for damages which private 
parties suffer due to the behavior a member state is therefore (at least so far) not 
addressed by the Agreements. 







% Kessie, Journal of World Trade, 2000, 7; see also Rosas, Implementation and enforcement 
of WTO dispute settlement findings: an EU perspective, Journal of International Economic 
Law, 2001, 131 (140). 

%4 Alemanno, Cornell Law School LL.M. Papers Series 2004 Paper 1, 5 et seq. See e.g. ECJ 
14 October 1999, C-104/97 P, Atlanta AG and others v Commission of the European Com- 
munities and Council of the European Union (1999] ECR 1-6983, para 20. 

85 ECJ 30 September 2003, C-93/02 P Biret International v Council {2003} 1-10497. Biret was 
finally denied a claim for recovery of damages, essentially due to timing mismatches; he 
had suffered his damages before the implementation period had elapsed. 

% ECJ 30 September 2003, C-93/02 P Biret International v Council [2003] 1-10497, para. 55 


and 56. 
8? ECJ 30 September 2003, C-93/02 P Biret International v Council [2003] I-10497, para. 55 


and 57. 

88 With regard to directives, the ECJ already concluded in Francovic that “invokability” for 
liability claims and direct effect were two different concepts, ECJ C-6/90 and C-9/90, Fran- 
covie and Others v Italian Republic {1991}, ECR 1-5357, para. 36 et seq. 

8° Rosas. Journal of International Economic Law 2001, 149. 
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V. Conclusion and Personal Remarks 


The possibilities for non-governmental actors to make themselves heard in dis- 
putes arising in relation with violations of WTO law are very limited. The two 
most important members, the United States and the European Community, provide 
for internal procedures that allow private access to the national trade authorities 
and which may trigger the opening of a Dispute Settlement Procedure. Private ac- 
tors desiring to intervene at the level of the WTO, however, face considerable hur- 
dles that are due to the inter-governmental nature of the organization. In the near 
future they will therefore still be highly dependent on their respective governments 
to defend their interests. Moreover, private firms suffering damages directly or 
indirectly from a member’s violation of the Agreements lack efficient protection 
and therefore bear the economic costs of such violations. Changes in this respect 
will depend on the willingness of the individual member states, which cause dam- 
ages through violation of WTO law, to enact laws on state liability for such behav- 
10r. 

In the author’s view, a potential extension of the standing of private actors be- 
fore the WTO’s organs should be pondered with caution. The WTO gives the mem- 
ber states the possibility to shape their trade policies and to reach balanced results 
through inter-governmental negotiations that take the various national interests 
into account. Even a ruling after a Dispute Settlement Procedure gives the member 
state strictly and politically speaking the option to choose between compliance and 
facing retaliation. At the present moment, moving away from the intergovernmen- 
tal nature of the WTO towards a system of private “subjective rights” hardly seems 
to be a realistic scenario.?”? However, allowing private actors to intervene in WTO 
Dispute Settlement could jeopardize the members’ ability to adopt appropriate pol- 
icies since private actors would, by nature, only defend their own egoistic interests 
which this could disrupt the balance achieved.?! In addition, an increased legali- 
zation of international trade could put too much pressure on it and finally cause 
the existing system to collapse.?? A more promising approach is therefore the adop- 
tion of procedures such as provided for by the United States and the European 
Community (the above-mentioned Section 301 and the TBR), which grant private 





90 See also Rosas, Journal of International Economic Law 2001, 143. 

91 For equity concerns: Nichols, University of Pennsylvania Journal of International Economic 
Law 2004, 691 et seq. Nichols stresses the fact that, rather than resulting in a democratization 
of trade policymaking, an extension of standing of private parties might instead be a boon 
to a select group of well-monied interest groups. Moreover, Nichols raises the (rhetorical) 
question whether “the low public profile of international trade policy has been one of the 
largest contributors to trade liberalization over the past fifty years. Although trade liberali- 
zation usually increases aggregate welfare, it must survive a serious gauntlet from conception 
to implementation”. 

92 See Goldsmith/Posner, The Limits of International Law, 160 et seq and 200 et seq.: These 
authors assume that stricter international law could lead to greater international lawlessness. 
If treaties were stricter, then compliance with them would be more costly. But then states 
would then be more likely to violate international law or not enter international agreements 
in the first place. Efforts to improve international cooperation must therefore bow to the logic 
of state self-interest and state power. 
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actors a domestic opportunity to make themselves heard with regard to in 
tional trade matters. This can turn out to be highly efficient since it can eventual 
lead to a genuine cooperation (or “partnership ") of affected private entities, havi 
the necessary resources and expertise, on the one hand, and responsible trade au- 
thorities charged with the defense of the national (or Community) interest, on the 
other. 
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Il. Overview 


Contrary to the GATT in which the dispute settlement system was founded on 
only two articles, the Understanding on Dispute Settlement of the WTO (DSU) is 
far more complex and elaborate, as it consists of 27 articles and 4 appendices. 


Generally every dispute settlement procedure starts with a dispute, i.e. one 
member state accuses another member of the violation of the GATT or one of the 
agreements involved (e.g. GATS or TRIPS, etc.). First, the countries will “talk” 
to each other, because very often it is possible to settle disputes via consultations!. 
If consultations fail, however, then the complaining state may request? the estab- 
lishment of a Panel. A Panel is quite similar to a tribunal and usually consists of 
three, and occasionally, five experts. The proceedings before the Panel? end with 
a confidential interim Panel report? for review by the parties, which will subse- 
quently be transformed into a final version submitted to the two sides and later to 
all WTO members.° In order for the report to become a ruling it must be adopted 
_ by the DSB. It can be rejected by consensus. This principle, commonly referred to 
—as the “negative consensus” principle, was introduced by the Uruguay Round 
agreement. In the old GATT system, rulings could be adopted only by consensus, 
which means that an objection by one state was sufficient to block the ruling. Now- 
adays rulings are quasi-automatically adopted by the DSB, making it virtually im- 
possible for the “losing” country to block anything;° the only possibility would be 
for it to persuade all other WTO members, including its adversary in the case, to 
share its view. In practice, something like that will, of course, almost never occur.’ 


Under Art. 17 DSU, the system of dispute settlement foresees in the possibility 
of appealing a Panel report to a standing Appellate Body.’ Appeals may only be 
based on issues of law and legal interpretations.’ To ensure that they will not be 
used as an instrument of delay the new DSU has enforced greater discipline!” by 
introducing time limits. !! 





Cf. Art. 4 DSU. 

Cf. Art. 4 (7) DSU. 

Cf. Art. 12 DSU. 

Benedek, Die Rechtsordnung des GATT aus vélkerrechtlicher Sicht (1990) 322 et seq. 

According to Art. 12 (8) DSU, the procedure from the date of composition of the Panel to 

issuance of the final report should not take more than six months. 

6 [.e. the negative consensus principles. 

7 Jackson, The Jurisprudence of GATT & the WTO: Insights on Treaty Law and Economic 
Relations (2000) 152 et seq. 

8 Lowenfeld, /nternational economic law (2002) 152 et seq. 

9  http://www.wto.org/English/thewto_e/whatis_e/tif_e/disp1_e.htm on 15 March 2006 

10 E.g. proceedings before the Appellate Body may not exceed 60 days and the Appellate Body 
Report must be adopted by the DSB within 30 days. 

11 Indeed, this is also be emphasized by Art. 20 DSU: “... the period from the date of estab- 

lishment of the Panel... until the date the DSB considers the Panel or appellate report for 

adoption shall as a general rule not exceed nine months where the Panel report is not appealed 

or 12 months where the report is appealed...” 


On & Ww we — 
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This can be illustrated as follows.'2 


WTO DISPUTE SETTLEMENT 
The panel process 


6 months 


maxumurn 
9 mons 





From the above, we can deduce that, legally speaking, there is no difference 
between a Panel report and an Appellate Body report, as long as they have both 
been adopted by the DSB. Subsequently, we will examine the legal nature of such 
dispute settlement rulings, referred to as recommendations, both before and after 
DSB adoption, so as to find out if they can (or cannot) be considered as being 


binding on the parties. 


12 http://europa.eu.incomm/trade/issues/respectrules/dispute/docs/dsu _proc.pdf. 
on 15 March 2006 
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II. Can Dispute Settlement Rulings!’ Be Binding? 


1. The “Negotiation” or “Diplomatic” Orientation versus the “Juridical” or 
“Legalistic” Approach 


Broadly speaking, the history of the human race, viewed as a whole, has been 
considered by many lawyers and philosophers “as the realization of a hidden plan 
of nature to bring about a political constitution, internally, and for this purpose, 
also externally perfect, as the only state in which all the capacities implanted by 
her in mankind can be fully developed!*”. In other words, there is a gradual ten- 
dency to move from a power-oriented approach, in the state of nature, towards a 
rule- oriented approach!>. This is exactly what happened to the dispute settlement 
System as well, namely a shift took place from the original “diplomatic”? GATT 
_ System towards a newer “juridical” WTO procedure. 


According to the 1899 and 1907 Hague Conventions for the Pacific Settle- 
ment of Disputes, we can generally distinguish the following methods of inter- 
national dispute settlement: bilateral or multilateral negotiations, good offices, 
mediation, inquiries, conciliation, ad hoc or institutionalized arbitration, judicial 
settlement by permanent courts, resort to regional agencies or arrangements, or 
to “other peaceful means of their own choice”,!® and dispute settlement by the 
_ UN Security Council.'’ These dispute settlement methods can be separated into 
_ either political methods such as consultations, negotiations, good offices, medi- 
ation, inquiry, conciliation or legal methods such as international adjudication, 
public international arbitrators, mixed international arbitration, private interna- 
tional arbitrators and judicial settlement by domestic courts.'®’ Nowadays we find 
in the integrated WTO dispute settlement system both political and legal means 
of dispute resolution, which is why nobody would really call the DSB a court. 


Nevertheless, as already mentioned, recent history shows us a general trend to- 
wards a more rule-oriented!? concept: 


@ inthe 1950s the venue of disputes was shifted from “working parties” to a Panel 
process 


@ in 1962 a Panel decided that a breach of a GATT obligation was from then on 
considered a “prima facie nullification or impairment”, (this helped to clarify 

13 Commonly referred to as recommendations. 

14 Wikiquote: http://en.wikiquote.org/wiki/Immanuel_Kant on 1 May 2006. 

IS Friedl, Jmproving WTO dispute settlement procedures: issues and lessons from the practice 
of other international courts and tribunals (2001) 26 et seq. 

16 Art. 33 UN Charter. 

17 Pursuant to Art. 34-38 UN Charter. 

18 Merills/Chinkin, Alternative Dispute Resolution under International Law, in Evans (ed.) 
Remedies in International Law (1998) 123 et seq. 

19 Jackson, Designing and Implementing Effective Dispute Settlement Procedures: WTO Dis- 
pute Settlement, Appraisal and Prospects, in Krueger (ed.) The WTO as an international 
organization (1998) 168 et seq. 
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Article XXIII GATT, which actually speaks of a “nullification or impairment” 
and not of a breach of GATT rules) 


@ after the Uruguay Agreement the “negative consensus” principle was intro- 
duced 


@ anew Appellate procedure was also introduced 


@ the procedure became more “unified” compared to the “old” fragmented system 
with eight or ten different dispute settlement processes 


@ the first Appellate Body report*® stated that the WTO is not a “separate regime” 
but part of international law.*! 


The aforementioned can be beautifully summarized by the following comment 
of King Hassan II in April 1994 at the Marrakesh ministerial meeting to conclude 
the Uruguay Round: “By bringing into being the WTO today, we are enshrining 
the rule of law in international economic and trade relations, thus setting universal 
rules and disciplines over the temptations of unilateralism and the law of the jun- 
gle.” 


2. The Legal Nature of an “Old” GATT Dispute Settlement Report 


2.1 What Is the Legal Effect before Adoption? 


An the end of part I, I already mentioned that we have to differentiate between 
Panel reports before and after adoption. Since in the old GATT system every mem- 
ber state was able to block the adoption of a report because of the “old” positive 
consensus principle, it is quite unproblematic to consider unadopted reports as hav- 
ing no binding force. Anyway, these reports were not seen as being completely 
irrelevant because they may have had a persuasive force as the opinion of experts. 
Consequently, an unadopted report had no real legal power but may have had some 
political impact. However, discussion of this issue goes beyond the scope of my 


paper. 
2.2 What Is the Legal Effect after Adoption? 


In fact, this a very complicated question, which results in a list of possible an- 
swers and difficulties: 





20 United States: Standards for Reformulated and Conventional Gasoline (WTO 1996b). 

2! Jackson, “Dispute Settlement and the WTO: Emerging Problems”, 3 Journal of International 
Economic Law (1998) 329 et seq. 

22. GATT Focus, no. 107 May 1994. 
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2.2.1 A Simple Recommendation?3 


Article XXIII GATT provides that “... if no satisfactory adjustment is 
effected ... [between the disputing parties] ... the matter may be referred to 
the CONTRACTING PARTIES ... [who] ... shall promptly investigate any 
matter so referred to them and shall make appropriate recommendations to the 
contracting parties which they consider to be concerned, or give a ruling on 
the matter, as appropriate ...”. Since in this passage we find the word “recom- 
mendation”, does this mean there is usually no obligation to comply with the 
results of the dispute settlement process? A simple recommendation is, literally 
interpreted, never binding. On the other hand, there is also the word “ruling”, 
which seems to have a more “obligatory” character. A real conclusion can only 
be reached by referring in this precise matter to Art. 31-32 VCLT?: “A treaty 
shall be interpreted in good faith in accordance with the ordinary meaning to 
be given to the terms of the treaty in their context and in the light of its object 
and purpose” (Art. 31 (1)). A substantial conceptual difficulty in this respect 
is to find out what the object and purpose of the GATT is. Anyway, we should 
not forget that in those days it was still problematic to refer to the VCLT, as it 
was still uncertain whether the GATT is part of international law and not a 
“special regime?”, 

Moreover, the further wording of Art. XXII1 GATT remains unclear: “... the 
CONTRACTING PARTIES ... may authorize a contracting party or parties to 
suspend the application to any other contracting party or parties of such conces- 
sions ...”. This sounds as though the legal effect of a report is in the form of a 
contingency; if the CONTRACTING PARTIES do not authorize the suspension 
of concessions there is no legal exposure for the losing state. 


The general problem in considering a report to be a mere recommendation is 
the extensive practice in the GATT, which generally assumes that there is an ob- 
ligation to comply with a dispute settlement result.?’ 


2.2.2 A Precedent Effect: Stare Decisis? 


If adopted GATT Panel reports were to have a precedent effect, then the 
Panel would be forced to refer to them when deciding subsequent cases with 
similar issues or facts. As is generally the case in international public law, 
courts’ and arbitrating bodies do not stick to the principle “stare decisis et non 
23. Jackson, World Trade and the Law of GATT (1967) chapter 8. 

24 Plank, “An unofficial description of how a GATT Panel works and does not”, Swiss Review 

of International Competition Law (1987), 81. 

25. Vienna Convention on the Law of Treaties. 
26 Cf. section II 1. 
27. Jackson, The World Trading System: law and policy of international economic relations 

(2002) chapter 4. 

28 Eg. Art. 59 of the Statute of the International Court of Justice: “The decisions of the Court 
shall have no binding effect except between the parties and in respect of that. particular case.” 
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quieta movere’™ i.e. “to stand by things decided”. we can deduce the same for 
the dispute settlement system of the GATT. Besides, in the history of GATT ju- 
risprudence we can find some examples of decisions, where the Panel decided to 
depart from former rulings. Yet, in practice, a Panel report will surely have some 
persuasive force in form of a de facto precedential effect. 


2.2.3. An Obligation only for the Disputants? 


In the case of denying the existence ofa stare decisis effect, an adopted dispute 
settlement report would presumably only influence the situation of the dispu- 
tants, i.e. an “inter partes” effect. This seems to be quite obvious; a good reason 
for this argument can be again found in international law practice, e.g. Art. 59 
ICJ Statute. However, there is a further possibility as will be seen in the next 
alternative.” 


2.2.4 A Definitive Interpretation with “Erga Omnes” Effect? 


Considering Art. XXV (1) GATT (“Representatives of the contracting par- 
ties shall meet from time to time for the purpose of giving effect to those provi- 
sions of this Agreement which involve joint action and, generally, with a view 
to facilitating the operation and furthering the objectives of this Agreement ...”) 
some scholars think that an adopted Panel report is more or less the same as a 
resolution, decision, “understanding”, elaborated by the Contracting States, def- 
initely interpreting the GATT. As a consequence, an adopted Panel report would 
have a very strong legal force, nearly as strong as the treaty language itself, bind- 
ing not only for the disputants but in fact for all member states, i.e. an “erga 
omnes” effect! 


Yet is such a definitive interpretation really intended by the Contracting States? 
In most of the cases, the delegates voting for the adoption of a report would not 
approve of making it binding for everyone. Indeed, by departing from prior rulings 
the Contracting States confirmed what has already been said in point 2.2.3), i.e. a 
Panel report should not be seen as a “definitive interpretation”; it only has an impact 
on the disputants themselves. 


2.2.5 A Practice of States according to Art. 31 VCLT? 


According to Article 31 (3) VCLT: “There shall be taken into account, together 
with the context ... any subsequent practice in the application of the treaty which 
establishes the agreement of the parties regarding its interpretation ...”. Thus, if 
later Panel reports follow prior rulings, this could indicate the establishment ofa 
subsequent practice “in the application of the treaty, as an element of interpreta- 
29 Brownlie, Principles of Public International Law (2003) 21 et seq. 

30 Jackson, “The legal meaning of a GATT Dispute Settlement Report: Some Reflections”, in 
Blokker/Muller (eds.) Towards more effective Supervision by International Organizations 
(1994) 118 et seq. 

31 Jackson, World Trade and the Law of GATT (1967) chapter 8. 
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tion”.** In my opinion, the two main problems with regard to this approach are 
firstly whether the GATT is part of international law, which would make a refer- 
ence to the VCLT possible, and, secondly, the considerable conceptual difficulty 
of defining a “sufficient practice”. 


However, this last alternative may be a good supplement to point 2.2.3). 


Summa summarum, an “old” adopted GATT Panel report seems to be more 
than a simple recommendation, without stare decisis effect, without erga omnes 
effect (only inter partes effect) which possibly results in a practice of states ac- 
cording to Art. 31 (3b) VCLT. 


3. The Legal Nature of a WTO Dispute Settlement Report 


3.1 What Is the Legal Effect of Unadopted Panel or Appellate Body 
Decisions? 


At this stage, we have to differentiate again between adopted and unadopted 
Panel or Appellate Body decisions. As mentioned above*?, the “negative consen- 
sus” principle was introduced after the Uruguay Round agreement. Thus, in prac- 
tice, a ruling will be quasi-automatically adopted by the DSB. Nonetheless, a the- 
oretical possibility exists that a report will not be adopted, i.e. every member state 
including the “winning” party has to vote against it. In my opinion, from a mere 
legal point of view, it should not make any difference whether a report is not adopt- 
ed according to the positive or the negative consensus principle. Therefore, in my 
eyes, an unadopted “old” GATT report is equally not binding as a “new” WTO 
dispute settlement report; but it may have some persuasive force because it is the 
opinion of experts. 


3.2 What about Adopted Panel and Appellate Body Decisions in WTO Law? 


Generally, to put it simply, there are two main opinions. On the one hand, there 
are some scholars such as Prof. Jackson who think that only adopted reports can 
be binding; on the other hand, some others, such as Hippler Bello and Prof. Sykes, 
tend to say they are not. In the following I will briefly try to explain their respective 
views in order to draw my personal conclusion on this specific topic. 


3.2.1 Not Binding? 


In fact, many people, and especially economic nationalists and environmental- 
ists, are against the binding effect of Panel and Appellate Body decisions. Their 
arguments are sometimes perfectly understandable. One of their biggest fears is 


32 Official Explanation of Article 31 (3b) VCLT on http://untreaty.un.org/ilc/texts/instruments/ 


english/commentaries/1_1_1966.pdf on 15 March 2006. 
33 Cf. section I. 
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that some unelected bureaucrats sitting in Geneva will be able to dictate rules which 
might violate national sovereignty and should actually be decided by nationals. In 
addition, the WTO has been criticised many times (sometimes rightly, sometimes 
not) for favouring commerce at the expense of development, over the environment 
and over international labour, health and human rights standards. I do not want to 
comment on these points of criticism, as this would require a fundamental, in-depth 
analysis. Yet it is understandable that these arguments could be used to antagonize 
the binding effect of adopted reports. The ongoing dispute between the US and the 
EU over the EU's ban on beef products produced using special growth hormones 
is a very good example of the conflicts which could arise between health concerns 
and the trade system. Furthermore, it illustrates the problems that might be pro- 
voked by a rigorous binding effect of dispute settlement decisions. Apart from this, 
there are many other cases, also old GATT disputes such as the world famous 
“Tuna-Dolphin” cases, centered on the US Marine Mammal Protection Act 
(MMPA), which could be quoted at this stage in order to illustrate the potential 
conflicts between environmental policies to protect species and the rules of the 
trade system.** Another interesting point worth mentioning to support the “not 
binding” position is the constitutional problem related to state and local govern- 
ments. Indeed, what happens if a state or local government violates WTO law? If 
a country’s constitution foresees in a strict separation of powers not only between 
the legislative, the executive and the judiciary but also between the federal and 
state level, would it be possible to force a local government to comply with WTO 
rulings? On the one hand, this is of course primarily a constitutional problem; on 
the other hand, | think we should not forget to mention Art. 27 VCLT, which has 
the heading “Internal law and observance of treaties”. It provides: “A party may 
not invoke the provisions of its internal law as justification for its failure to perform 
a treaty. This rule is without prejudice to article 46.“*° 


Hippler Bello goes beyond these usual criticisms, and draws the attention to 
the current problem of what I would call the practical application of adopted dispute 
settlement rulings. It should perhaps be stressed that the WTO has “no jailhouse, 
no bail bondsmen, no blue helmets, no truncheons or tear gas."°° Thus, how can 
independent and sovereign member states be forced to implement adopted re- 
ports? Even if there are “implementation measures”*’, nothing really “forces” a 
country to comply with dispute settlement rulings; i.e. only “the Xandian legis- 
lature makes law for Xandia.” And this is exactly what Hippler Bello calls the 


4 Friends of the Earth international: http://www. foei.org/trade/activistguide/tunaban.htm on 
23 February 2006. 

§S Art. 46 VCLT says: “1. A State may not invoke the fact that its consent to be bound by a 
treaty has been expressed in violation of a provision of its internal law regarding competence 
to conclude treaties as invalidating its consent unless that violation was manifest and con- 
cerned a rule of its internal law of fundamental importance. 

2. A violation is manifest if it would be objectively evident to any State conducting itself in 
the matter in accordance with normal practice and in good faith.”. This is not relevant here. 

6 Hippler Bello, “The WTO Dispute Settlement Understanding: Less is More”, 90 American 
Journal of International Law, (1996) 417. 

37 Cf. section III. 
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“genius of the GATT/WTO system”, namely “the flexibility with which it ac- 
commodates the national exercise of sovereignty, yet promotes compliance with 
its trade rules through incentives”.*® It is clear that this argumentation is very 
much in favour of the negotiation” or “diplomatic” orientation, which I described 
at the beginning of part II. As Prof. Jackson says Hippler Bello looks at the “re- 
alpolitik” of the situation. Therefore, if countries choose to comply with WTO 
decisions, they do it not because of a legal obligation but much more because of 
an “external profit and loss account”. In other words, the “losing” party knows 
that by “cooperating” with the Panel or Appellate Body in the long run it can 
“win” more than it “loses”. Referring to game theory, the situation of a WTO 
member state can somehow be compared with a prisoner in the classical prison- 
er’s dilemma, who in the end finds out that he is better off if he cooperates.*? To 
kick it up a notch, a binding effect becomes absolutely unnecessary. This is the 
reason why Hippler Bello simply says “the good news is that the United States 
is not required to comply with a WTO dispute settlement ruling adverse to the 
United States. (The corresponding bad news is that neither is any other mem- 
ber).’*° As a consequence, “the only truly binding WTO obligation” is, according 
to Hippler Bello, “the obligation to maintain the balance of concessions negoti- 
ated among members”.*! To put it in a nutshell, less (i.e. considering an adopted 
report as not being binding) can be generally more as it encourages cooperation 
between states while it respects national sovereignty and thereby presumably 
preserves democratic accountability as well. 


Justice Oliver Wendell Holmes wrote in a famous essay: “The duty to keep a 
contract ... means a prediction that you must pay damages if you do not keep it — 
and nothing else.”4” That is to say, if we make an analogy with private contract 
law, there would not be an obligation to comply with an adopted Panel or Appellate 
Body report. Prof Sykes took up this idea and differentiates between a “specific 
performance” rule, which leads to a binding effect of WTO decisions and the “ex- 
pectation damages” remedy which, roughly, gives the “losing” party the option to 
“perform or to pay.” According to Prof. Sykes, Art. 22 (4) DSU, which says “The 
level of the suspension of concessions or other obligations authorized by the DSB 
shall be equivalent to the level of the nullification or impairment” and Art. 22 (6) 
DSU, which foresees in the establishment of an elaborate arbitration system in 
order to review retaliation measures, both focus on the idea of “equivalence” so as 
to avoid escalating trade wars. This exactly “resembles the expectation damages 
remedy of private contract law”.*? Another important argument in favour of the 
private contract law analogy can be found in the field of economics. Indeed, strin- 
gent specific performance is not always desirable. “Rather, performance is desir- 


38 Hippler Bello, 90 American Journal of International Law (1996) 418. 

39 Mansfield, Microeconomics (1996) 376 et seq. 

40 Hippler Bello, 90 American Journal of International Law (1996) 418. 

41 Hippler Bello, 90 American Journal of International Law (1996) 418. 

42 Holmes jr., The Path of the Law, Collected Legal Papers (1920) 167. 

43 Sykes, “The Remedy for Breach of Obligations”, in Jackson et al. (eds.) New Directions in 
International Economic Law (2000) 353. 
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able only if the cost to the party who prefers not to perform is exceeded by the gain 
from performance to the other party.“ This means that there are situations where 
the breach of a contract, in other words, non-compliance with adopted rulings, can 
be seen as being efficient. As a matter of fact, “if one party contemplates the breach 
and knows that expectation damages must then be paid, that party will choose to 
breach only if its gains exceed the costs to the other party — i.e. breach will occur 
if and only if it is efficient.”*5 


The big problem of the “expectation damages” remedy is to determine the level 
of “damages”. This is also the advantage of the “specific performance” approach*, 
since there is no need to measure damages. However, Art. XIX GATT, which un- 
der certain conditions allows temporary protection of injured industries through 
enactment of trade restrictions, and Art. XXVIII GATT, which sets out rules and 
procedures to be followed when a WTO member intends to modify its schedule of 
commitments, foresee in something which we may call a “damages option” in order 
to solve problem situations in which negotiations reach an impasse. Consequently, 
the WTO considers the measure of damages not to be an insurmountable difficulty. 
This leads us to the question, why under the DSU, “damages” should not be seen 
as a legitimate fallback option (to not comply with Panel and Appellate Body rul- 
ings) as is provided in Articles XIX and XXVIII GATT. 


Prof. Jackson would probably answer this question by saying that nothing like 
this is prescribed in the DSU. I will present the contrary position below. 


3.2.2 Binding? 


One big problem of the new DSU is that nowhere does its language solidly nail 
down the binding effect of adopted rulings. The reason may be a political one; at | 
the stage of the negotiation of the DSU it was probably much easier to accept a 
text which deliberately abstracted from the “binding effect” of adopted reports. 
Another reason could be simply inadvertence; the negotiators probably wrongly 
thought they had nailed it down‘. 


Consequently, we unfortunately do not find anywhere in the DSU a provision 
like Art. 94 of the United Nations Charter “Each Member of the United Nations 
undertakes to comply with the decision of the International Court of Justice in any 
case to which it is a party.” or Art. 59 of the Statute of the ICJ “The decision of 
the Court has no binding force except between the parties and in respect of that 
particular case.” This most likely also explains why many scholars emphasize the 
importance of the “negotiation” or “diplomatic” orientation. In any case, in the 
DSU there are a lot of separate provisions which when taken together seem to 


44 Sykes. in Jackson et al. (eds.) New Directions in International Economic Law (2000) 352. 

45 Shavell, Damages Measures for Breach of Contract (1980) 466. 

46 Schwartz, “The Case for Specific Performance”, 89 Yale Law Journal (1979) 271. 

47 Jackson, Designing and implementing effective dispute settlement procedures: WTO Dis- 
pute Settlement, appraisal and prospects, in Krueger (ed.) The WTO as an international or- 
ganization (1998) 161 et seq. 
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establish “a preference for an obligation to perform.”4* Prof, Jackson detected elev- 
en of them: for example, Articles 3 (4), 3 (5),3 (7), 11,19 (1), 21 (1), 22 (1), 
22 (8) and 26 (1) (b) DSU. I will focus here only on the most important ones, 
namely: 


@ "The first objective of the dispute settlement mechanism is usually to secure 
the withdrawal of the measures concerned ... Compensation should be resorted 
to only if the immediate withdrawal ... is impracticable.” (Art. 3 (7) DSU) 


@ “Where a Panel or the Appellate Body concludes that a measure is inconsistent 


with a covered agreement, it shall recommend that the Member concerned bring 
the measure into conformity with that agreement.” (Art. 19 (1) DSU) 

@ “Prompt compliance with recommendations or rulings of the DSB is essential 
in order to secure effective resolution of disputes ...” (Art. 21 (1) DSU) 


From these three quotations we can already deduce a certain preference of the 
dispute settlement system for “compliance” instead of “compensation” or “sus- 
pension of concessions”. In other words, the losing party seems to somehow have 
an obligation to refrain from any action inconsistent with the WTO.*° There are 
three other provisions which emphasize this position: 


@ “Compensation and the suspension of concessions are temporary measures 
available in the event that the recommendations and rulings are not implement- 
ed within a reasonable period of time. However, neither compensation nor the 
suspension of concessions or other obligations is preferred to full implementa- 
tion of a recommendation to bring a measure into conformity with the covered 
agreements.” (Art. 22 (1) DSU) 


@ “The DSB shall continue to keep under surveillance the implementation of 
adopted recommendations or-rulings ... while the recommendations to bring a 
measure into conformity ... have not been implemented.” (Art. 22 (8) DSU) 


@ “Where a measure has been found to nullify or impair benefits under, or impede 
the attainment of objectives, of the relevant covered agreement without viola- 
tion thereof, there is no obligation to withdraw the measure.” (Art. 26 (1) (b) 
DSU) 


Of course Prof. Sykes is right when he says that “each of these passages can 
also be interpreted as consistent with a Holmesian “perform or pay” system.°” None 
of the articles explicitly says anything about the existence of an obligation to com- 
ply with adopted rulings. Nevertheless, it is nearly impossible for me not to read 
into Art. 22 (8) and especially Art. 26 (1) (b) DSU an obligation to perform the 
recommendation. Indeed, Art. 22 (8) DSU suggests that the “compensation” or 
the “suspension of concessions” does not finish the dispute and “that Members 





48 Jackson, The WTO Dispute Settlement Understanding — Misunderstanding on the Nature of 
Legal Obligation, 91 American Journal of International Law (1997) 60 et seq. 

49 Matsushita et al., The World Trade Organization: law, practice, and policy (2006) 25. 

50 Sykes, The Remedy for Breach of Obligations, in Jackson et al. (eds.) New Directions in 
International Economic Law (2000) 349 et seq. 
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may thereafter be badgered until they are in compliance.”*! Moreover, Art. 26 (1) 
(b) DSU provides that if there is no violation then there is no obligation to withdraw 
4 measure consistent with the WTO. Conversely (argumentum e contrario), this 
— mean there is such an obligation in the event of a successful violation com- 
plaint. 


Considering all the arguments and articles mentioned above, Prof. Jackson 
reaches following conclusion: “An adopted dispute settlement report establishes 
an international law obligation upon the member in question to change its practice 
to make it consistent with the rules of the WTO Agreement and its annexes. In this 
view, the “compensation” (or retaliation) approach is only a fallback in the event 
of non-compliance”.*? 


3.2.3 Conclusions 


All in all, we see that there are two fundamental, conflicting positions concern- 
ing the binding effect of Panel and Appellate Body decisions in WTO law. Some 
say, yes they are binding; some others say, no they are not. Both positions brought 
forward quite interesting ideas. Nevertheless, for me personally more speaks in 
favour of Prof. Jackson’s argumentation, i.e. rulings are binding. Why? 


First of all, Hippler Bello is right in saying that nothing really “forces” a country 
to comply with dispute settlement rulings. In my view, this simply does not mean 
anything; because even if I am not forced to comply with an adopted report, the 
report can be binding. I would call this the general problem of “execution” in the 
field of international law. Just take the example of the International Court of Jus- 
tice: in Article 59 of the Statute of the International Court of Justice it is clearly 
mentioned that the Court’s decisions are binding. However, apart from the rather 
vague formulation of Article 94 (2) UN Charter,* it is nearly impossible to find 
a proper description of an implementation measure. Furthermore, we should not 
forget to mention the implementation measures of the WTO dispute settlement 
system.** This is surely one of the reasons why most of the countries up to now 
have strictly adhered to Panel and Appellate Body decisions. 


Secondly, even if from an economic point of view it would make sense to con- 
sider an adopted ruling as not being definitely binding in order to make an “effi- 
cient” breach*° possible, this is in my view not an adequate reason for denying its 
“bindingness”. It is simply too far-reaching to assume that the initial negotiations 


5! Sykes, The Remedy for Breach of Obligations, in Jackson et al. (eds.) New Directions in 
International Economic Law (2000) 350. 

52 Jackson, The WTO Dispute Settlement Understanding — Misunderstanding on the Nature of 
Legal Obligation, 91 American Journal of International Law (1997) 63. 

3 “If any party to a case fails to perform the obligations incumbent upon it under a judgment 
rendered by the Court, the other party may have recourse to the Security Council, which 
may, if it deems necessary, make recommendations or decide upon measures to be taken to 
give effect to the judgment.” 

4 Cf. section III. 

55 Posner, Economic Analysis of Law (1998) 130 et seq. 
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of the DSU were always based on the principles of applied logic and pure ration- 
ality. Similarly, I do not really agree with the “private contract law” analogy, since, 
in my opinion, it is a bit too much common law-biased to be adopted in the field 
of international law. In other words, I do not think that the Holmesian “perform or 
pay” position always fits well in a civil law system, as in many civil law countries 
performance will have priority and the payment of damages is only a subsidiary 
alternative. | just want to quote in this connexion the example of the Vienna Con- 
vention on the International Sale of Goods*®. According to Anglo-American tra- 
dition, the normal remedy for breach of contract is award of damages, with specific 
performance reserved for transactions in unique goods or services. Under the Con- 
vention on the International Sale of Goods, the negotiators tried to bridge the civil 
and common law positions. Consequently, the preferred remedy is now the injunc- 
tion to carry out the contract?’ with the award of damages only as a permitted al- 
ternative.** 


Thirdly, in my humble opinion, Prof. Jackson’s argumentation is very compre- 
hensible merely from a legal point of view. This is due to the fact that he sticks to 
the original legal text, i.e. the DSU out of which he takes some passages, to help 
him with his interpretation and deduction. 


Anyway, both positions, binding and non-binding, are perfectly justifiable. In 
this context the fundamental question arises as to what difference all of this makes. 
That is to say: Does it really make sense to try to find out whether Panel and Ap- 
pellate Body decisions in WTO law are binding or not? Frankly speaking, I do not 
know. It might well be that this question is of academic interest and that in some 
countries where WTO law is directly applicable it may be important to know 
“whether, WTO signatories must follow the recommendations of dispute resolu- 
tion bodies, as those recommendations may then have direct effect under national 
law.”>? However, this last point is for me first and foremost a question of domestic 
constitutional law and not of international law. In this respect, each country may 
adopt a different position, for example sometimes even pure recommendations 
(without an obligatory nature) can become binding as, under certain special con- 
ditions, is the case in EU law. 

As a matter of fact, from a theoretical point of view there is not such a big 
difference between the binding and the non-binding “camp”. Both look at the same 
problem from a different perspective: Prof. Jackson is nearer to what I would call 
a formal legal approach and Prof. Sykes and Hippler Bello to a “realpolitik” or 
“rational-economic” approach. 

And in practice the question about the “bindingness” does not even arise, be- 
cause it is not important to find out whether a Panel or Appellate Body decision is 
binding or not but rather whether a WTO member adheres to it or not. At the end 





56 1489 U.N.T.S. 59. 

57 Article 46 Vienna Convention on the International Sale of Goods (CISG) if seller has failed 
to perform, Article 62 if buyer has failed to perform. 

58 Lowenfeld, /nternational economic law, 152 et seq. 

59 Sykes, The Remedy for Breach of Obligations, in Jackson et al. (eds.) New Directions in 
International Economic Law (2000) 348. 
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of the day, as the “winning” party | would prefer that the “losing” party complies 
with dispute settlement recommendations even if they are not binding at all rather 
than the other way round. 


This leads me to my last point, namely a brief description of the implementation 
measures in the DSU. 


Ill. Implementation Measures? 


1. The Surveillance of the Dispute Settlement Body (Art. 21 DSU) 


The implementation of the recommendations is under the surveillance of the 
DSB. According to Art. 21 (6) DSU, this issue “may be raised at the DSB by any 
Member at any time”. 


After the adoption of a ruling the member states concerned have to inform the 
DSB whether they intend to comply with the recommendation. To do so, they have 
to agree on a reasonable time period in which to comply; as a matter of principle, 
this time period does not exceed 45 days. 


However, if the parties disagree about a reasonable “compliance period”, this 
issue — and only this issue — will be decided by arbitration within 90 days after the 
date of adoption of the recommendation. “In such arbitration, a guideline for the 
arbitrator should be that the reasonable period of time to implement Panel or Ap- 
pellate Body recommendations should not exceed 15 months”.°° Generally speak- 
ing, the DSB supervises the implementation procedure and the “losing” party reg- 
ularly has to report about the advances concerning implementation. Yet if there is 
“disagreement as to the existence or consistency with a covered agreement of meas- 
ures taken to comply with’! the report, such a dispute has to be decided by a Panel, 
if possible the original Panel that already heard the case.°? 


2. Compensation (Art. 22 DSU) 


If a party fails to carry out the ruling adopted, the complaining state may ask 
for compensation. It is clear that the compensation must be in conformity with the 
MFN® principle, i.e. no new discrimination must be created as a result of paying 
for an existing violation.™ Furthermore, the level of compensation has to be de- 
fined by mutual agreement.°° However, we should bear in mind, that “neither com- 
pensation nor the suspension of concessions or other obligations is preferred to full 


6 Art. 21 (3)¢ DSU. 

6! Art. 21 (5) DSU. 

62 Emerich-Fritsche, Recht und Zwang im Vélkerrecht, insbesondere im Welthandelsrecht, in 
Schachtschneider et al. (eds.) Rechtsfragen der Weltwirtschaft (2002) 195 et seq. 

63 Most favoured nation. 

64 Jackson, The Jurisprudence of the GATT & the WTO (2000) 159. 

65 Gabler, Das Streitheilegungssystem der WTO (1997) 60. 
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implementation of a recommendation to bring a measure into conformity with the 
covered agreements’. 


Anyway “if no satisfactory compensation has been agreed within 20 days after 
the date of expiry of the reasonable period of time, any party having invoked the 
dispute settlement procedures may request authorization from the DSB to suspend 
the application to the Member concerned of concessions or other obligations under 
the covered agreements”.®’ This leads us to my last point. 


3. The Suspension of Concessions (Art. 22 DSU) — Counter Measures 
(Art. 49-54 of ILC® State Responsibility Rules) 


The provisions in Art. 22 (3)-22 (8) DSU regulate the “suspension of conces- 
sions”, which can be considered as being similar to countermeasures. In interna- 
tional public law we have to differentiate between a retorsion, just an unfriendly 
act such as the recall of an ambassador, a protective measure, which is an absolute 
reciprocal reply to an international law violation (e.g. if country A requires a visa, 
then country B will do the same) and countermeasures, which are a non-reciprocal 
reply helping to enforce international law obligations. According to Arts. 49-54 
of ILC draft Articles on State responsibility, countermeasures: a.) should be used 
without resort to violence, b.) should never interfere with jus-cogens, c.) should 
never ever interfere with human rights or humanitarian law agreements, d.) should 
never interfere with the rights of diplomats, e.) should not violate the rights of third 
states and f.) should be proportionate.® The injured state, before taking counter- 
measures, has to “notify the responsible State of any decisions to take counter- 
measures and offer to negotiate with that State”.’° In any other case, we are dealing 
with an excessive countermeasure. 


Asa matter of fact, the suspension of concessions is a countermeasure regulated 
within the agreement itself, namely the DSU. This is in accordance with Art. 60 
(4) VCLT;’! consequently, it will usually not be necessary to refer to the more 
general ILC draft Articles on State responsibility. We can already find in the old 
GATT system, in Art. XXIII (2) GATT the possibility of a suspension of conces- 
sions. This provision was never used in practice even though in 1953 the Nether- 
lands got the authorisation to suspend concessions vis-a-vis the United States 
(which it never did). 





66 Art.22 (1) DSU. 

67 Art. 22 (2) DSU. 

68 [nternational Law Commission. 

69 Official explanation of Art. 49-54 ILC State responsibility rules on http://untreaty.un.org/ 
ilc/texts/instruments/english/commentaries/9_6_2001.pdf on 9 March 2006 

70 Art. 52 (1) b ILC State responsibility rules. 

71 Art. 60 (4) VCLT provides: “The foregoing paragraphs are without prejudice to any provi- 
sion in the treaty applicable in the event of a breach.” 
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Art. 22 (3) and 22 (4) of the new DSU clarify the principles and procedures 
for retaliation: ’2 


@ “the complaining party should first seek to suspend concessions or other obli- 
gations with respect to the same sector,” if that is not practicable the suspen- 
sion can also be done in other sectors of the same agreement and only if that 
too is not practicable, retaliation may be done by suspension of an obligation 
under another agreement. One of the first real cases where such a cross-retali- 
ation took place is the world-famous Bananas Case where Ecuador “sought, 
and received, authorization to retaliate against the European Community ’s re- 
striction on its banana exports by suspending obligations under the TRIPs 
agreement”.”4 


® a retaliatory measure should not be inconsistent with the agreement 


@ “the level of the suspension of concessions or other obligations ... shall be 
equivalent to the level of the nullification or impairment””>, In other words, the 
principle of proportionality must be observed. 


According to Art. 22 (6) DSU, the DSB must grant authorisation to suspend 
concessions or other obligations within 30 days of the expiry of the reasonable 
period of time; if however the parties argue about the level of suspension proposed, 
the matter must be referred to arbitration. 


IV. Conclusion 


To put it in a nutshell, the WTO disposes nowadays of probably one of the most 
efficient inter-state dispute settlement instruments in the field of international pub- 
lic law. This is the result of a long development process which started in 1947 with 
the GATT, went further with the Understanding on rules and procedures governing 
the settlement of disputes in 1994 (DSU) as a result of the Uruguay Round and 
will continue after the Doha Round. Indeed, very much has already been achieved 
in order to improve the dispute settlement process but there is still a long road to 
go.’° In my humble opinion, it is important to clarify in the future legal text of the 
DSU the binding or non-binding effect of Panel and Appellate Body Decisions in 
WTO Law. Nevertheless, in addition to this, future work will surely have to con- 
centrate on, in my opinion, the most relevant factors. These are the implementation 
measures of adopted DSB rulings, because as already mentioned”’ the ultimate 
goal should be that a WTO member adheres to Panel or Appellate Body decisions. 


2 Petersmann, /nternational trade law and the GATT/WTO dispute settlement system (1997) 
70 et seq. 

% Art. 22 (3)a DSU. 

7 Jackson, The Jurisprudence of the GATT & the WTO, 159. 

7S Art. 22 (4) DSU. 

© Benedek, Das Recht des internationalen Handels, in Neuhold/Hummer/Schreuer (eds.) Os- 
terreichisches Handbuch des Vélkerrechts (2004) 486 et seq. 

7 Cf. section II 3.2.3. 
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I. Introduction 


Trade agreements and tax treaties employ different methods of settling disputes. 
The WTO! agreements provide for quasi-judicial system, decisions of which can- 
not be blocked by the losing party, whereas most bilateral tax treaties rely on con- 
sultations and negotiations between governmental officials under the mutual agree- 
ment procedure. Art. XXII GATS? prohibits the members from using the WTO 
dispute settlement procedures to challenge tax measures that are inconsistent with 
the GATS whenever the measure in question falls within the scope of an income 
tax treaty. In case of disagreement regarding whether a measure falls within the 
scope of tax treaty, the members may approach the Council for Trade in Services 
(CTS).These special carve-out provisions for dispute settlement in the GATS cre- 
ate some special problems, which are also dealt with by the OECD in its Commen- 
tary’. Some WTO members have also inserted special provisions in their tax trea- 
ties to maintain the supremacy of their treaties over the GATS and to avoid conflicts 
between the two dispute settlement procedures. 


This study primarily deals with the dispute settlement system under tax treaties 
and the WTO, with a specific reference to the GATS, the interaction of the dispute 
settlement mechanism in the GATS and the mutual agreement procedure, dispute 
settlement practices of WTO members under tax treaties and the GATS and prob- 
lems associated with such dispute settlement mechanisms. 


II. Dispute Settlement under Income Tax Treaties 


Income tax treaties typically contain a dispute settlement procedure similar to 
the “mutual agreement procedure” provided for in Art. 25 OECD MC or Art. 25 
UN MC, which are both similar. 


Art. 25 OECD MC authorizes the competent authorities of the contracting 
states to resolve, by mutual agreement, difficulties regarding the interpretation or 
application of the Convention. The procedure is started upon a complaint by the 
taxpayer or even without such a complaint. Disregarding the mutual agreement 
procedure, the taxpayer is at liberty to approach additionally or instead the domes- 
tic courts for the settlement of disputes. 





| The World Trade Organisation (WTO) is an international organization to regulate the inter- 
national trading system, was established on 1 January, 1995. It has 149 members as of 11 
December 2005.The full list of members is available on WTO official Website: 
http://www. wto.org/english/thewto_e/whatis_e/tif_e/org6_e.htm. The concept of an Inter- 
national Trade Organisation was developed in the original GATT 1947. 

General Agreement on Trade in Services (GATS), a WTO Agreement, Legal Instruments- 
Results of the Uruguay round vol.31 (1994),33 I.L.M.1168 (1994), available at htpp:// 
www.wto.org /English /docse/legale /finale.htm. This Agreement contains most — favoured 
_ nation and national treatment obligations with respect to services and service providers. 
These obligations apply to direct tax measures. 

3. OECD Commentary on OECD Model Convention on Income and Capital (Version 2005). 
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Art. 25 OECD MC provides for three categories of procedures, each capable 
of being conducted separately and independently of the other two. The procedures 
are commonly known as the “specific case” provision, the “interpretative” provi- 
sion, and the “legislative” provision. 

The specific case procedure, as outlined in paragraphs | and 2 of Art. 25 OECD 
MC provides for the resolution of a specific dispute in which taxpayers assert that 
they are not being taxed in accordance with the Convention. The competent au- 
thority may resolve the specific dispute unilaterally if the taxpayer has been sub- 
jected to taxation in his state of residence contrary to the convention or seeks set- 
tlement by approaching the competent authority of the other contracting state if 
the cause has been measures of the other state. In practice, this procedure applies 
to cases where the measure in question leads to double taxation. 


The interpretative provision contained in paragraph 3 requires the competent 
authorities to “endeavour” to resolve the difficulties relating to interpretation or 
application of the convention by mutual agreement. This refers to difficulties of a 
general nature, which may concern a category of taxpayers. The difficulties or 
doubts arising as to the interpretation of the Convention are questions of law, 
whereas difficulties arising as to the application of the convention may be questions 
of law but will also arise in connection with determining the decisive facts of a case. 


The second sentence of paragraph 3, referred to as the “legislation provision” 
authorizes the competent authorities to consult together for the elimination of dou- 
ble taxation in cases not provided for in the Convention. The provisions of para- 
graph 3 are used by the competent authorities to solve intergovernmental disputes, 
which can be divided in two categories. The first category is fact-specific, where 
the contracting states would agree in principle on the facts of the case, but would 
disagree on the income characterization resulting in applicability of different dis- 
tributive rules by contracting states. The other type of tax dispute pertains to policy- 
level conflicts between domestic law and treaty obligations. 


The main flaw of MAP is that the treaty countries promise merely to “endeav- 
our” to resolve disputes and are not obliged to find a solution and there is no guar- 
antee for the individual taxpayer that they will succeed. A very important case 
where the MAP failed to settle the disputes is the one concerning of Glaxo Smith 
Kline Group* of the UK. In this case the US Internal Revenue Service (IRS) and 
HM Revenue & Customs (HMRC) in the UK made competing and contradictory 
claims regarding the transfer pricing of products. Glaxo Smith Kline attempted to 
settle the US dispute, first through direct discussion with the IRS and subsequently 
through discussions between the US and UK authorities under the terms of the 
double tax convention between the two countries; these discussions were termi- 
nated in July 2003. On 6 January 2004, the IRS issued a Notice of Deficiency for 
the years 1989-1996 claiming additional taxes of US $2.7 billion. 


The procedure usually consumes a lot of time. Sometimes the competent au- 
thorities refuse to consider a case because of time limitations imposed by domestic 





. “The facts of the dispute are available in Annual Review 2005 of GSK Group at 
http://www.gsk.com /investors/reps05/annual_review_2005/business_operating review.htm. 
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Statutes for implementing the decisions and in the end the result of the procedure 
is not binding on the courts and the taxpayer. 


It is widely recognised that the MAP has not been very effective in resolving 
fact-specific disputes, since even if countries are successful in resolving disputes, 
it is a diplomatic solution based on negotiation and compromises rather than on 
the true application of the legal rules to the facts of the case. Paragraphs 45 to 48 
of Commentary on Art. 25 OECD MC suggest solving this problem by seeking an 
advisory opinion from an impartial third party, although the final decision would 
rest with states. Another solution suggested to strengthen the mutual agreement 
procedure is recourse to arbitration. In recent years, many countries have moved 
forward to include arbitration provisions in their tax treaties. The OECD Dispute 
Resolution Report> indicates that over 60 bilateral treaties now contain arbitration 
provisions. For example, the treaty between Germany and Austria contains one of 
the most far-reaching arbitration clauses, providing for mandatory binding arbitra- 
tion by the European Court of Justice on a broad range of treaty issues, if the MAP 
fails to find a solution. 


In 1995, European Union Member States put into effect a multilateral conven- 
tion providing for mandatory arbitration of tax treaty disputes on transfer pricing 
and permanent establishment issues. During the initial five-year term of the Arbi- 
tration Convention, arbitration proceedings occurred in only one case, involving 
only two affiliates of a single taxpayer and two of the fifteen Member States. An- 
ecdotal evidence suggests that the competent authorities resolved many cases, of- 
ten immediately before the date on which arbitration would have become available 
under the Convention in order to avoid arbitration. This experience demonstrates 
the positive effects that a mandatory arbitration provision can have for the MAP 
process generally. 


In the United States®, an arbitration provision was included for the first time in 
the treaty with Germany in 1989.The Senate while acknowledging that the tax sys- 
tem potentially had much to gain from the use of arbitration, suggested to the Treas- 
ury Department that it would nevertheless be appropriate to gain experience with 
that provision before putting additional arbitration provisions into effect. The US- 
Germany provision was put into effect, but similar provisions in US treaties with 
other countries (including Canada, France, Ireland, Italy, Kazakhstan, Ireland, 
Mexico, and the Netherlands) have not yet been put into effect. In the fifteen years 
no case has gone to arbitration under the US-Germany Treaty. The arbitration pro- 
visions in the other tax treaties will come into force only through a future exchange 
of diplomatic notes. Arbitration under these US treaties will be voluntary and will 
take place when both governments and the affected taxpayer agree to submit the 
case and to be bound by the award. The arbitration under these tax treaties will be 





5 Para 4.167 to 4.171 of the OECD Transfer Pricing Guidelines for Multinational Enterprises 
and Tax Administrations (1995-2000) discusses the increased use of arbitration proceedings 
in settling the tax disputes. 

6 See Report of National F oreign Trade Council Inc. “The NFTC Tax Treaty Project: Towards 
a U.S. Tax Treaty Policy For The Future” available on http://www.nftc.org/default/tax/tax% 
20treaty% 20project/NFTC _TAX_TREATY_PROJECT_PART_ONE Final.pdf. 
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confined to fact-specific disputes and disputes relating to tax policy will not be 
referred to arbitration.’ 


Il. Dispute Settlement Mechanism in the WTO 


The early dispute settlement in the GATT reflected its diplomatic roots. The 
process initially was referred to as “conciliation” and not as dispute settlement. 
The rules were contained in Art. 23 of the original GATT Agreement of 1947. Dis- 
pute settlement under the GATT was handicapped by the requirement of Art. XXIII 
that all matters be decided and all actions be approved by the contracting parties. 
In practice, this meant that the losing party ina dispute settlement proceeding could 
not only block the adoption of an adverse report, but could even refuse to agree to 
the very establishment of a panel. 


The success of the Uruguay Round lies not only in the establishing of the WTO 
and the adoption of various trade agreements by member countries but also in the 
development of a comprehensive Dispute Settlement System. It produced a quasi- 
judicial dispute settlement system whose rulings cannot be blocked by one party. 
The Dispute Settlement Understanding (DSU) covers all Agreements of the WTO 
legal order (the GATS included) including disputes concerning the WTO Agree- 
ment and the DSU. The Dispute Settlement Process consists of three major stages, 
namely (1) Bilateral consultations, (2) Adjudicative process before a panel, subject 
to the Appellate Review, and (3) Implementation and enforcement under surveil- 
lance by the Dispute Settlement Body (DSB).* 


Briefly, under the procedure, if the consultations fail, the complaining party 
may request the establishment of a panel to adjudicate the dispute. The DSB must 
set up a panel on being requested, unless there is a consensus in the DSB for not 
doing so. This rule is known as “reverse consensus”. The DSU specifies time limits 
for completion of the various stages in the panel process and provides for the adop- 
tion of the panel report by the DSB unless the DSB decides by consensus not to 
adopt the report or a party to the dispute formally notifies the DSB of its decision 
to appeal against the adverse decision. The appeals are decided by the Appellate 
Body whose rulings are also subject to the “reverse consensus” rule. The DSU also 
provides for monitoring of compliance. To summarize, no party to a dispute can 


’ Robert A. Green, Anti legalistic Approaches to Resolving Disputes Between Governments: 
A Comparison of the International Tax and Trade Regimes, 23 Yale J. Int'l L.79 (page10). 

* It would go beyond the scope of this study to discuss this issue in depth. For details see 
among others, A WTO Secretariat Publication, A Handbook on the WTO Dispute Settlement 
System, Cambridge University Press,2004; Gail E. Evans, Lawmaking under the Trade Con- 
stitution-A Study in Legislation by the World Trade Organisation, Kluwer Law International, 
2000; Palmeter and Mavroidis, Dispute Settlement in the World Trade Organisation: Prac- 
tice and Procedure, Cambridge University Press,2004; Gaetan Verhoosel, National Treat- 
ment and WTO Dispute Settlement: Adjudicating the Boundaries of Regulatory Autonomy, 
Hart Publishing,2002; Pescatore, Davey and Lowenfeld, Handbook of GATT Dispute Settle- 
ment, Transnational Juris Publication,Inc.,1991. 
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block the setting up of panel, the adoption of a panel’s decision or the adoption of 
rulings of the Appellate Body. 


IV. Dispute Settlement under the GATS 


The procedure for dispute settlement under the GATS is similar to that of other 
WTO agreements, except for the two differences relating to consultations. The first 
being provisions of multilateral consultations (Art. XXII: 2 GATS) and the second 
major difference as provided for in Art. XXII:3 GATS. The multilateral consulta- 
tions are held under the auspices of either the CTS or the DSB. These consultations 
are not provided in the DSU and may only be invoked after bilateral consultations 
have failed to achieve a satisfactory solution. 


Paragraph 3 of Art. XXII GATS is of great significance as a similar provision 
is not available in other WTO agreements.” 


1. Art. XXII: 3 GATS 


This article specifically provides that there will be no access to dispute settle- 
ment procedures if an alleged measure of a WTO member falls within the scope 
of a tax agreement. Therefore, this provision preserves the exclusive application 
of the non-discrimination obligation in the tax agreement and clarifies that the com- 
petent authority mechanism provided by the tax agreement will apply exclusively 
to resolve non-discrimination disputes involving the taxation of services and serv- 
ice suppliers. 


In the event of disagreement between members as to whether a measure falls 
within the scope of a tax agreement that existed at the time of the entry into the 
force of the Agreement establishing the WTO, footnote 11 to Art. XXII: 3 GATS 
reserves the resolution of the dispute to the contracting states under the tax agree- 
ment. In such a case, the issue of the scope of a tax agreement may be resolved 
under GATS procedures (rather than a tax treaty procedure) only if both parties to 
the existing tax agreement consent. With respect to subsequent tax agreements, the 
GATS provides that either member may bring the jurisdictional matter before the 
Council for Trade in Services (CTS), which will refer the matter to arbitration for 
a decision that will be final and binding on the members. 


2. Background to Art. XXII: 3 GATS 


The issue of tax measures in the GATS was extensively negotiated during the 
Uruguay Round. Many member countries were of the view that taxation should be 
covered in an agreement on trade in services so as to really make it effective. Oth- 





9 Appendix 2 to the Annex2 of the WTO Agreements provides special or additional rules and 
procedures for Art. XXII:3 GATS. 
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erwise taxes might be used as a disguised barrier to trade in services, bust on 
issue the strong opposition of the US led to a compromise solution. 

_ Finally, the income tax measures got included in the national treatment oblig 
tion, but the potential conflicts or incompatibilities between the GATS and dom 
tic legislation and tax treaties were avoided by providing two exceptions that ex 
plicitly refer to direct taxation. The first provision (Art. XIV: d GATS) allows do- 
mestic tax measures inconsistent with Art. XVII GATS “... provided that the dif- 
Jerence in treatment is aimed at ensuring the equitable or effective imposition 
collection of direct taxes ...”" and the second provision (Art. XIV: e GATS) allows 
a Member to act inconsistently with most favoured nation (MFN) obligations 
(Art. Il GATS), whenever the action is a consequence of a tax treaty or any provi- 
sion contained in another international agreement by which the member is bound. 
These exceptions to a large extent limit the application of the national treatment 
principle to direct taxes and prevent the GATS from overriding certain domestic 
tax legislation and income tax treaties.!° 





Though the domestic direct taxation measures are carved-out from the field of 
the GATS by Art. XIV (d) GATS, it does not exclude all discriminatory measures, 
because the exception must comply with the provisions of the introductory para- 
graph or chapeau of Art. XXIV GATS (modeled on the equivalent Art. XX GATT). 


As some tax measures were excluded from the scope of national treatment, 
naturally it limited the jurisdiction of the GATS. These carve-outs may also lead 
to disputes between members. The member taking any measure may claim that it 
falls within the exception provided for in Art. XIV: d GATS, whereas the aggrieved 
party may claim otherwise. The other taxation measures, although not covered by 
the exclusions may also cause infringement of national treatment obligations. 
Art. XXIL: 3 GATS complements Art. XIV: e GATS by denying the right for con- 
sultation or initiation of a dispute settlement process with respect to measures cov- 
ered in a tax treaty.!! 


Art. XXII:3 GATS appeared for the first time in the December 1991 Dunkel 
Draft'?, which reads as “A party may not invoke Article XVII either under this 
article or XXIII with respect to a measure of another party that is subject to an 
international agreement relating to the avoidance of double taxation between the 
Parties containing a non-discrimination provision unless the Party has had re- 
course to the dispute settlement provision of the convention and no satisfactory 


‘0 Similar exceptions are also available in other WTO Agreements. For example, the relevant 
portion of note 59 of the SCM agreement reads “Paragraph (e) is not intended to limit a 
Member from taking measures to avoid the double taxation of foreign-source income earned 
by its enterprise or the enterprises of another member. The examples of export subsidy are 
given in Annexure | of the agreement and (ec) reads: The full or partial exemption remission, 
or deferral specifically related to exports, of direct taxes or social welfare charges paid or 
payable by industrial or commercial enterprise. 

'! Brauner, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation (2005) 729 (746). 

2 See Terence P. Stewart, The GATT Uruguay Round: A Negotiating History (1986-1992), 
Kluwer Law and Taxation Publishers (1993). Mr. Arthur Dunkel was the Chairman of the 
Trade Negotiation Committee. 
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resolution of the dispute has been reached within a reasonable period of time.” 
This addition of Para 3, is contemporary to the insertion of the exception in 
Art. XIV d GATS by the 1991 Dunkel Draft. The final provisions of Art. XXII: 3 
GATS are only slightly different from that appearing in 1991 Draft. 


3. The Necessity of Specific Provisions 


The GATS applies to “measures” by members affecting trade in services. A 
“measure” includes any law, regulation, rule, procedure, decision, or administra- 
tive action. The foreign supplier of services could likely be subjected to the income 
tax laws of the importing country, particularly, if the services are provided through 
the local commercial presence. The discriminatory tax treatment of such foreign 
supplier could be a significant barrier to trade in services. The national treatment 
obligation in the GATS requires each member, to the extent articulated in its Sched- 
ule of Commitments, to accord foreign services and foreign Service suppliers treat- 
ment no less favourable than that provided to its own like services and service 
suppliers. Treatment is considered to be “less favourable” if it modifies the condi- 
tions of competition in favour of services or service suppliers of the member com- 
pared to like services or service suppliers of any other Member. !> 


The non-discrimination provisions in international trade and investment agree- 
ments are typically much broader than the non-discrimination articles in tax trea- 
ties.'4 Art. 24 of the OECD, the UN and the US Model Conventions contains the 
principles of non-discrimination in tax matters. These provisions also form an in- 
tegral part of various bilateral tax treaties and provide special rules for protection 
against discrimination. The typical non-discrimination article requires that the per- 
sons protected must not be treated less favourably, in regard to certain specified 
transactions or events, by either contracting states than that state’s own nationals 
or residents in the same circumstances. These non-discrimination provisions are 
similar to “national treatment” obligations found in various multilateral/bilateral 
trade and investment treaties. 


The most-favoured-nation clause, another non-discrimination measure is gen- 
erally not found in tax treaties, the reason being that the tax treaties are bilateral. 
Some of the treaties do contain very limited MFN obligations.!° 


The non-discrimination article does not, however, prohibit the host country 
from imposing discriminatory taxes on the non-resident investors. For example, 
under tax treaties, the gross basis of withholding tax levied on dividends paid to 
foreign shareholders may be higher than the net-basis tax levied in domestic situ- 
ations. This treatment of non-resident shareholders does not violate the non-dis- 





13, See Art XVII GATS. | 

14 See Robert A. Green, The Interaction of Tax and Non-Tax Treaties, Bulletin-Tax Treaty Mon- 
itor 2002, 254 (256). | | 

15 Ina recent study it was found that around 567 bilateral tax treaties contain most-favoured- 
clauses. See Hofbauer, Das Prinzip der Meistbegiinstigung im grenzuberschreitenden Er- 
tragssteuerrecht (2005) | Fe 
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crimination article of income tax treaties, but certainly modifies the conditions o 
competition in favour of domestic enterprises, and may violate the national treat- 
ment obligation of the GATS. 


The complaints alleging that the income tax measures of a country discriminate 
against the services or service suppliers of another country would fall under the 
jurisdiction of the WTO dispute settlement procedure. If such measures are also 
covered by the non-discrimination article of the bilateral tax treaty between those 
members, it will lead to overlap in jurisdiction and may cause several problems. 


The reasons for choosing the route of the mutual agreement procedure for set- 
tling the disputes are twofold Firstly; it recognizes and respects the existence of 
bilateral tax treaties. The different agreements dealing with the same issue have to 
be accommodated to avoid incompatibilities and conflicts. This accommodation 
is accomplished directly if the agreement includes explicit provisions for dealing — 
with potential conflicts or incompatibilities. These commonly take the form of spe- 
cific exceptions or exclusions. Such an exclusion to some extent clarifies how a 
potential incompatibility should be dealt with. Where the incompatible measures 
are required by another international agreement between the same parties, the ex- 
ception in principle allows the other treaty to prevail, in accordance with Art. 30 
(2) of the Vienna Convention on the Law of Treaties (VCLT). Therefore, Art. XXII: 
3 GATS is one of such specific exclusion from the scheme of the GATS. 


The rationale for not applying the quasi-judicial dispute settlement procedure 
is also based on the doctrine of exhaustion of local remedies. In Guatemala-Cement 
II, where Mexico challenged the imposition of antidumping measures, the Panel 
stated that whether Mexico chose not to pursue its right under Guatemalan law is 
of no concern, as this would not affect its rights under the WTO Agreements.!® 
The horizontal carve-outs are to avoid any potential conflicts or incompatibility in 
the dispute settlement mechanism available in the bilateral tax treaty and the GATS. 
The bilateral tax treaty would be the best forum to settle disputes relating to tax 
measures. 


4. Reasonableness of the Provisions on the Arbitration Procedure 


Art. XXII: 3 GATS provides that in the case of a disagreement between mem- 
bers on the issue of whether a measure falls within the scope of the bilateral tax 
treaty, the matter may be brought before the CTS, which has to submit the matter 
to arbitration for a final and binding resolution. This provision is justifiable for two 
reasons: 


(1) More and more of the bilateral tax treaties are providing for voluntary bind- 
ing arbitration of tax disputes, if the competent authorities fail to resolve the dis- 
putes. 


‘6 Panel Report, Guatemala-Definitive Anti-Dumping measures on Grey Portland Cement 
from Mexico, WT/DSI56R, adopted 17 November 2000, DSR 2000:X1,5295. 
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(i1) The normal WTO dispute settlement mechanism could be by-passed by the 
members and they could arbitrate the differences arising due to WTO obligations.!” 


5. Interpretation of the Phrase “falls within the scope” 


Art. XXII: 3 GATS refers to the expression “falls within the scope of an inter- 
national agreement. The OECD Commentary on Art. 25 in paragraph 44.5 refers 
to the phrase “falls within the scope” as inherently ambiguous. !* It mentions that 
the exception in paragraph 3 of Art. XXII GATS applies to good faith disputes. 
The GATS and tax treaties are both international agreements and consequently 
customary rules of treaty interpretation apply to their interpretation, which are cod- 
ified in Arts.31 to 33 of the Vienna Convention of the Law of Treaties (VCLT).!? 
The WTO Appellate Bodies on many occasions have referred to the dictum of good 
faith. In the US-Offset Act (Byrd Amendment) 7°, the Appellate Body observed 
that Article 26 of the Vienna Convention, entitled Pacta Sunt Servanda, provides 
that “/e/very treaty in force is binding upon the parties to it and must be performed 
by them in good faith.” In the case of EC-Sardines, the Appellate Body stated the 
following: 


“.. We must assume that Members of the WTO will abide by their treaty obligations 
in good faith, as required by the principle of pacta sunt servanda articulated in 
Article 26 of the Vienna Convention. And, always in dispute settlement, every Mem- 
ber of the WTO must assume the good faith of every other Member”. ?! 


Now the question is what are the “measures” of another member which fall 
within the scope of a tax convention for which members are prohibited from using 
the GATS dispute settlement system? The OECD MC has also raised this question, 
when stating that it is unclear whether the phrase covers all measures that relate to 
taxes that are covered by all or only some provisions of the tax convention. Un- 
fortunately the OECD MC left the question unanswered. 


The question appears to be whether it can be said that it applies to any measure 
of a member which in principle could be covered by any provision of tax treaty. 


See Art. 25.1 DSU. 

18 Paragraph 44.5 of the Commentary on the Model Convention reads as “The phrase “‘falls 
within the scope” is inherently ambiguous, as indicated by inclusion in paragraph 3 of Article 
XXII of the GATS of both an arbitration procedure and a clause exempting pre-existing con- 
ventions from its application in order to deal with disagreements related to its meaning. 
While it seems clear that a country could not argue in good faith [Note: The obligation of 
applying and interpreting treaties in good faith is expressly recognized in Article26 and 31 
of the Vienna Convention of the Law of the Treaties; thus the exception in paragraph 3 of 
Article 22 of the GATS apply to good faith disputes. ] that a measure relating to tax to which 
no provision of the convention applied fell within the scope of that convention, it is unclear 
whether phrase covers all measures that relate to taxes that are covered by all or only some 
provisions of the convention.” . 

19 Vienna Convention on the Law of Treaties concluded at Vienna, 23 May 1969, 8 ILM679. 

20 US-Offset Act (Byrd Amendment), WT/DS217/AB/R, WT /DS234/AB/R, para. 296-298, 
available on http://www. worldtradelaw.net/reports/wtoab/us-byrd(ab).pdf. 

21 See WTO Appellate Body Decision,EC-Sardines,WT/DS231/AB/R, para. 278, available on 
http://www.worldtradelaw.net/reports/wtoab/ec-sardines(ab).pdf. 
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The Dunkel Draft on Art. XXII: 3 GATS referred to the existence of non-discrim- 
ination Clauses in tax treaties as a condition for applicability of the provision. 
Therefore, the members may not invoke the Art. XXII GATS procedure with re- 
spect to measures of another member, if the tax treaty between them contains a 
non-discrimination rule, Art. 24 OECD MC refers to obligations of non-discrim- 
ination with regard to “any taxation or any requirement connected therewith”. 
Art. 24 (6) OECD MC and Art. 24 (7) UN MC read as follows “The provisions of 
this Article shall, notwithstanding the provisions of Article 2, apply to taxes of 
every kind and description”. The OECD MC Commentary mentions that the scope 
of the article is not restricted by the provisions of Art. 2. 


By this analogy, non-discrimination rules contained in the convention apply to 
taxes of every kind and description. The rule therefore goes beyond the narrower 
scope of the tax treaty rules as to the allocation of the right to tax.?? On this issue, 
the US Department of Treasury Technical Explanation to the treaties, for example, 
with Bangladesh and Mexico provides that customs duties are not considered taxes 
for the purpose of the non-discrimination article. Therefore, if the tax treaty be- 
tween members contains such non-discrimination article, it will be logical to con- 
clude that it applies to all kinds of taxes. The natural question is whether the mem- 
ber is prohibited from raising the disputes relating to all tax measures of another 
member infringing the national treatment obligation in the GATS procedure. There — 
appears to be no doubt that Art. 24 OECD MC applies to taxes of all kind and 
description, including indirect taxes and covering VAT and excise duties. This pro- 
vision is fine as far as the tax treaties are concerned. In tax treaties these provisions 
are very old and certainly were existed prior to coming in to force of the WTO 
Agreements. Now the issue is whether the concept of an all-inclusive tax relating 
to any measure of a member can be imported in the GATS and accordingly one 
can say that dispute regarding the measures of a member which relate to all kind 
of taxes will be out of scope of GATS dispute settlement procedure. In my view, 
this interpretation would be contrary to the rules of interpretation of the VCLT, for 
the following reasons: 


(i) This interpretation would be contrary to the principle of good faith. The 
official explanation to Art. 31 of VCLT provides that a treaty must be interpreted 
in good faith in accordance with the ordinary meaning to be given to the terms of 
the treaty in their context and in the light of its object and purpose. Good faith 
interpretation is normally understood as a process that does not lead to a “mani- 
festly absurd or unreasonable” result. 


(ii) The parties are presumed to have the intention that appears from the ordi- 
nary meaning of the term used by them. The explanation to Art. 31 VCLT further 
elaborates that when a treaty is open to two interpretations one of which does and 
the other does not enable the treaty to have appropriate effects, good faith and the 
object and purpose of the treaty demand that the former interpretation should be 
adopted. The interpretation does not call for an “extensive” and “liberal” interpre- 


22 Klaus Vogel, Double Tax Convention (1996) Art. 25, mn 175 et seq. 
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tation in the sense of an interpretation going beyond what is expressed or neces- 
sarily to be implied in the terms of the treaty. 


In light of these remarks, a measure would fall within the scope of tax treaty, 
if it is directly related to the avoidance of double taxation; this position gets support 
from the sentence “falls within the scope of an international agreement between 
them relating to the avoidance of double taxation”. The data relating to disputes 
settled in mutual agreement procedures are not available in the public domain and, 
therefore, it is not known whether the disputes relating to all taxes are being taken 
to the mutual agreement procedure. There is no jurisprudence or decisions of a 
competent WTO body on Art. XXII GATS.?? In the absence of such jurisprudence 
and considering the object and purpose of Art. XXII:3 of avoiding the overlap of 
two different procedures, it can be said that the scope of Art. XXII: 3 GATS extends 
to measures directly connected with the avoidance of double taxation and which 
can be dealt in the mutual agreement procedure. The domestic measures relating 
to avoidance of double taxation, including unilateral measures and refund proce- 
dures, should be considered falling in the scope of the carve-out. The disputes re- 
lating to indirect taxes such as VAT would require being dealt with under the GATS 
dispute settlement procedure. 


6. Unilateral reference to the CTS for Arbitration 


The submission of the dispute to the CTS, in the case of disagreement between 
members as to whether a measure falls within the scope of the tax agreement be- 
tween them that predates the entry into force of the GATS requires the consent of 
both the parties, while such matters relating to double taxation agreements that 
were concluded subsequently may be referred to the GATS Council unilaterally. 
The existence of special derogation rules on matters related to the MFN principle 
and national treatment means, by implication that the resolution of claims under 
other provisions of the GATS against arrangements on the avoidance of double 
taxation would be subject to the general dispute settlement procedure applicable 
to the GATS. 


The necessity of consent of both the parties for bringing the matter of disagree- 
ment to the CTS has to do with harmonizing the bilateral tax treaty provisions with 
the GATS. The OECD Commentary to Art. 25 envisaged the possibility of provid- 
ing in a tax treaty an exception to the procedure outlined in Art. XXIE: 3 GATS in 
the case of disagreement between members as to whether a measure falls within 
the scope of a tax treaty. Paragraph 44.6 of the Commentary suggests that the dif- 
ficulty regarding different treatment may be avoided by contracting states by in- 
corporating in the convention the following provision: 





23. See WTO Analytical Index: Guide to WTO Law and Practice, a WTO Publication available 
on WTO web site, http://www.wto.org/english/res_e/booksp_e/analytic_index_e/analytic_ 
index_e.htm (last visited 21 May 2006). 
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“For purpose of paragraph 3 of Article XXII (Consultation) of the General Agree- 
ment on Trade in Services, the Contracting States agree that, notwithstanding that 
paragraph, any dispute between them as to whether a measure falls within the scope 
of this Convention may be brought before the Council for Trade in Services, as 
provided by that paragraph, only with the consent of both Contracting States. Any 
doubt as to he interpretation of this paragraph shall be resolved under paragraph 
3 of Article 25 (Mutual Agreement Procedure) or, failing agreement that procedure, 
pursuant to any other procedure agreed to by both Contracting States”’. 


This will result in the same treatment for treaties existing before or after the 
entry into force of the WTO Agreements and making the consent of both the parties 
compulsory. The Commentary states that such a bilateral extension would supple- 
ment but not violate in any way the contracting state’s obligations under the GATS. 


The approach of some of the WTO Members with regard to Art. XXII:3 is dis- 
cussed later on in this study. 


7. Scope of the Mutual Agreement Procedure and Third Party Rights 


The MAP for resolving tax disputes between two contracting states as would 
be required in view of Art. XXII:3 GATS suffers from an important limitation. Tax 
treaties being bilateral, the procedure will be able to resolve the disputes only be- 
tween two contracting states. If the tax measures of a member cause the infringe- 
ment of the national treatment obligations due to which the benefit of more than 
one member is nullified or impaired, all the affected members would be required 
to initiate separate dispute settlement procedures, resulting in duplication of efforts 
and the consequent costs. 


In this situation the dispute settlement mechanism of the GATS could have re- 
solved the disputes for all parties together. The members other than the consulting 
members can participate in the negotiations, under Art. 4.11 DSU. Similarly Art. 9 
DSU, dealing with procedures for multiple complaints, provides that a single panel 
may be established to examine the complaints taking into account the rights of all 
members concerned. 

In the same way, if the measure of a member infringes the obligations under 
other WTO Agreements in addition to the GATS or under the GATS in addition to 
tax measures infringing the national treatment and the benefits of the member are 
also nullified or impaired because of infringement of national treatment or most- 
favoured-nation obligations, separate dispute settlement procedures would be re- 
quired. In this situation it will be appropriate that members agree to a unified pro- 
cedure under the WTO dispute settlement mechanism, but whether members would 
agree on such procedure is a Moot question. 


V. Practice of WTO Bodies in relation to Art. XXII: 3 GATS 


No Panel or Appellate Body has yet had the opportunity to pronounce on 
Art. XXII GATS. There is also no reported case in the public domain regarding 
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the use of the mutual agreement procedure for the matters referred in Art. XXII: 
3 GATS. In the FSC case the WTO bodies had to deal with WTO jurisdiction issue. 
The case deals with the infringement of the SCM Agreement by the Foreign Sales 
Corporation Regime of the US. The US raised several jurisdictional arguments to 
the effect that the dispute should be resolved under existing bilateral tax treaties 
and the WTO should not be involved. Before the Panel, the US argued that, as the 
focus of the European Communities is FSC administrative pricing rules, consid- 
ering footnote 59 to item (e) of the SCM agreement” the European Communities 
should have raised the dispute before the OECD or in the competent authority proc- 
ess under the respective bilateral tax treaties. The European Commission respond- 
ed that the dispute is about a prohibited export subsidy and is not a tax dispute. 
The WTO Panel’? also rejected the US arguments. It held that “Even assuming 
that footnote 59 requires Members to attempt to resolve their differences through 
alternative tax fora, that footnote does not provide that the right to resort to WTO 
dispute settlement at anytime is circumscribed by that alleged requirement. If it 
was intended to circumscribe the right of a Member, it would have been identified 
as a special or additional dispute settlement provision in Appendix 2 to the 
DSU. The drafters did not intend footnote 59 to limit a Member 8 rights under other 
provisions, including those relating to dispute settlement’. 


The US appealed against the order of the Panel but the Appellate Body7° re- 
jected the appeal of the US, without deciding the issue of the appropriate tax forum. 
In paragraph 171 of this decision the Appellate Body elaborated that, “We note, 
first, that this issue of appropriate tax forum relates solely to the European Com- 
munities ’ claim regarding the FSC administrative pricing rules. The United States 
does not argue that the European Communities should have raised its other claims 
concerning the FSC measure in another forum. The Panel found that in light of 
the findings and conclusions it made under 3.1 (a) of the SCM Agreement, "it would 
be neither necessary nor appropriate “for it to rule on the FSC administrative 
pricing rules. We have, for our part, found it unnecessary to rule on the European 


24 “The Members recognize that deferral need not amount to an export subsidy where, for 
example, appropriate interest charges are collected. The Members reaffirm the principle that 
prices for goods in transactions between exporting enterprises and foreign buyers under 
their or under the same control should for tax purposes be the prices which would be charged 
between independent enterprises acting at arm's length. Any Member may draw the attention 
of another Member to administrative or other practices which may contravene this principle 
and which result in a significant saving of direct taxes in export transactions. In such cir- 
cumstances the Members shall normally attempt to resolve their differences using the facil- 
ities of existing bilateral tax treaties or other specific international mechanisms, without 
prejudice to the rights and obligations of Members under GATT 1994, including the right 
of consultation created in the preceding sentence. Paragraph (e) is not intended to limit a 
Member from taking measures to avoid the double taxation of foreign-source income earned 
by its enterprises or the enterprises of another Member i 

25 Panel Report on U.S. Foreign Sales Corporation Regime, WT /DS/108/R (Oct.8,1999). The 
panel rejected the US arguments, at para. TAZ-122, available at http://www.wto.org. 

26 Appellate Body Report, United States ~Tax Treatment for “Foreign Sales Corporations,” WT/ 
DS/108/AB/R (24 Feb.2000),available at htpp://www.wto.org. 
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Communities’ conditional appeal with respect to the administrative rules. As nei- 
ther we nor the Panel have examined, or ruled on, the European Communities’ 
claim relating to the administrative pricing rules, we consider that the issue o 
whether the European Communities should have first availed itself of facilities o 
a forum other than the WTO is moot. For the reason, we believe that it is not nec- 
essary for us to rule on the part of the United States appeal and we reserve our 
opinion thereon.” 


Though the appropriate tax forum was an important argument of the US and a 
major issue of interpretation of law, the Appellate Body thought it appropriate not 
to decide the issue. By reserving its opinion, the question remained unanswered. 
Footnote 59 of the SCM agreement deals with the issue of transfer prices and pro- 
vides two alternate forums for settling the dispute, including the existing bilateral 
tax treaties or other specific international mechanisms. This procedure “shall nor-_ 
mally” be used but for the resolution of disputes the right of approaching the GATT 
forum is not denied. 


In the case of the GATS the situation is different. Art. XXII: 3 GATS starts with 
the wording “4 member may not invoke”. Considering the wording of the sentence 
it is obligatory on the members not to invoke the dispute settlement mechanism of 
the GATS in respect of measures of another member that falls within the scope of 
tax treaty between them. The provision appears to be appropriate when the issue 
of measures relating to taxes only is involved, as such disputes could be resolved 
under a mutual agreement procedure. But the issue remains what the right forum 
would be in situations where certain measures are non-tax as well. For these situ- 
ations would it be prudent to have two different forums for settling such disputes? 
In these circumstances, the word “may” could be interpreted to mean optional and 
all tax and non-tax issues could be settled by using GATS mechanisms. 


VI. Dispute Settlement Practice of WTO Members relating to the 
GATS 


The dispute settlement procedure of the GATS will not apply in respect of tax 
measures infringing national treatment obligations, if the tax treaty between the 
contracting states contains a non-discrimination article and accordingly the dispute 
requires resolution in a MAP. Therefore, the existence of a non-discrimination ar- 
ticle in tax treaty is a prerequisite for avoiding the GATS dispute settlement pro- 
cedure. There is a view particularly in the US that trade agreements should not 
impact a country’s tax system. The tax issues should remain in the domain of bi- 
lateral tax treaties. 

The US, a primary player in international trade and a major contributor to the 
international discourse on taxation’’, follows the dispute settlement procedure out- 
lined in the tax treaties** and excludes completely the possibility of having recourse 


27 Brauner, in Lang/Herdin/Hofbauer (eds.) WTO and Direct Taxation,730 et seq. 


28 The income tax treaties of the US normally follow the OECD Model Tax Treaty, which is 
supplemented by a similar US Model. The Model Convention with respect to Taxes on Income 
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to procedure provided in other agreements, including the GATS. This is due to the 
specific provision in most of the new/renegotiated tax treaties after 1996. The pro- 
visions are similar to Art. | (3) of the US Model Income Tax Convention of 1996. 
Art. | (3) of the model tax treaty provides that the exclusive forum for deciding 
the dispute concerning whether a measure is within the scope of the convention 
and also for the settlement of dispute itself is the mutual agreement procedure under 
the tax treaty. It also provides that with respect to a tax measure falling within the 
scope of the convention the non-discrimination obligations of the tax convention 
apply exclusively and the national treatment or most-favoured-nation obligations 
of any other agreement, except of the GATT will not apply. 


The income tax treaties of the US with Austria, Denmark, Estonia, France, Ire- 
land, Italy, Kazakhstan, Latvia, Lithuania, Luxembourg, Mexico, Portugal, Slov- 
enia, South Africa, Sweden, Switzerland, Thailand, the Netherlands, the United 
Kingdom, Turkey, Ukraine, and Venezuela contain such a provision. The provi- 
sions either appear in the treaty text or in the protocols or are effective through the 
exchange of Diplomatic Notes accompanying the convention. The latest change 
in the treaty to conform to the model tax treaty is the protocol with the Netherlands 
signed on 8 March, 2004.° 


The Department of the Treasury Technical Explanation’? to the protocol of the 
US-Netherlands tax treaty states that the dispute-resolution procedure that may be 
incorporated into trade, investment, or other agreements between the contracting 
states does not apply in determining the scope of the tax convention. National treat- 
ment provisions of Art. XVII GATS do not apply to any “measure” unless the 
competent authorities agree that the measure is not within the scope of the non- 
discrimination provisions of the Convention. 


The Technical Explanation to the protocol further elaborates that, if there were 
overlap between Art. 28 (non-discrimination) of the convention and the national 
treatment and MEN obligations of any other agreement, benefits would be avail- 
able under both the convention and that agreement. In the event of such overlap, 
to the extent benefits are available under that agreement that is not available under 
Art. 28 of the convention, a resident of a contracting state is entitled to the benefits 
provided under the overlapping agreement. 





and on Capital, available at http://www.treas.gov/offices/tax-policy/library/model996.pdf. Ac- 
cording to US domestic law, in hierarchy, the US Tax Treaties are equal to other statutes and 
they are subjected to the “later in time rule”. 

29 Protocol amending the convention for the avoidance of double taxation and the prevention 
of fiscal evasion with respect to taxes on income which was signed on December 18,1992. 
is available on http://www.ustreas. gov/press/releases/reports/tenether04.pdf (Last visited on 
21 May 2006). ; a 

30 The technical explanation is an official guide to the protocol and it reflects the policies behind 
particular provisions as well as understandings reached with respect to the application and 


interpretation of the protocol. 
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The US signed a tax treaty with the United Kingdom*! on 21 July 2001.This 
tax treaty has similar provisions as those discussed for the US-Netherlands treaty, 
but the scope of the MAP is wider as it covers the dispute relating to the obligations 
under the most- favoured- nation principle under the GATS, and therefore no na- 
tional treatment or most-favoured-nation obligations undertaken by the contracting 
States pursuant to the GATS apply to a tax measure, unless competent authorities 
otherwise agree. 


In the case of treaties with Ukraine, Kazakhstan **and Canada the provisions 
are similar to the US Model Convention. 


These examples of US treaties*} with some countries are given to illustrate the 
features of US policy regarding tax issues in trade or other agreements. 


The US Model Conventions or its tax treaties do not limit the application of 
non-discrimination obligations arising from the GATT and these obligations op- 
erate independent of tax treaties. However, the non-discrimination principles con- 
tained in some other WTO agreements are not protected. For example the dispute 
settlement procedure of TRIPS* with regard to infringement of national treatment 
obligation contained in that agreement would not apply and the disputes relating 
to discriminatory taxation of intellectual property would require to be resolved in 
mutual agreement procedure. 


Further, these provisions in the US Model convention and other treaties do not 
leave any role for a CTS arbitral decision, as the resolution of the controversy on 
whether a matter falls under the tax treaty rests exclusively with the competent 
authority and no member may bring the matter before CTS. These provisions have 
broader effect and are quite different in substance than those envisaged by the par- 
agraph 44.6 of Art. 25 OECD MC discussed above. 


The specific provisions in the tax treaties which exclude direct taxes from 
the GATS non-discrimination provisions reflect a US position supporting the 
primacy of tax treaties over direct taxes. The pre-emption by the tax treaty non- 
discrimination provision of any other non-discrimination obligations in other 
treaties that may apply to tax measures within the scope of the relevant tax 
treaty achieves the same results the US desired during the Uruguay negotia- 
tions. 


3! The US-UK tax treaty is available at http://www.ustreas. gov/ofices/tax-policy/library/teus- 
uk.pdf. 

32 te US-Kazakhstan convention and notes of exchange are available on the http:// 
www.fifoost.org/kasachstan/steuern/dba_us-kazakh/dba_us-kazakh.pdf. 

33. The US has a network of more than 55 tax treaties. For the text of US tax treaties and the 
Technical Explanation of the Department of Treasury, see the web site of the US Treasury 
Office on tax policy at http://www.ustreas.gov/offices/tax-policy/treaties.shtml. 

34 See Part V of Agreement on Trade-Related aspects of Intellectual Property Rights available 
on http://www.wto.org/english/docs_e/legal_¢/27-trips.doc. 
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These special tax treaty provisions do conflict with the GATS. This conflict can 
be resolved by applying the rules provided for in the Art. 30 VCLT.A special tax 
treaty rule will apply instead of Art. XXII: 3 GATS. 35 


The Australian tax treaty with Canada (Protocol 2002) and several Canadian 
tax treaties*© contain a provision identical to the one suggested by the OECD Com- 
mentary on Art. 25. The National Interest Analysis of the Australian Government?’ 
in relation to the protocol with Canada states that “As suggested in the OECD 
Model Commentary, the Protocol includes a provision requiring the consent of 
both Canada and Australia before the World Trade Organisation General Agree- 
ment on Trade in Services (GATS) process for dispute resolution can be utilized 
(Article 24 (6)). This requirement has been implemented to prevent a single country 
from unilaterally initiating the dispute resolution proceedings in the jurisdiction 
of their choice”. Some other tax treaties, namely Australia-United Kingdom 
(2003), Australia-Mexico (2002), France-Latvia (1997) and Israel-Turkey (1996) 
also contain provisions similar to those suggested in the OECD Commentary. To 
conclude, the WTO Members have reacted to the Art. XXII:3 differently. If the tax 
treaties between the contracting states contain specific provisions relating to 
Art. XXII: 3 GATS, these provisions will prevail over GATS provisions. 


VII. Appropriate Dispute Settlement Forum 


The debate on the interaction of dispute settlement mechanism of trade and 
investment agreements and tax treaties is never-ending The issue of making tax 
dispute settlement more effective by either modifying tax treaties or by including 
income tax measures in trade and investment agreements has been the topic of 
intensive discussion among scholars.** Avi-Yonah concludes that reaching deci- 
sions by consensus is more appropriate for tax matters because it gives the loser a 
veto if it feels that its sovereignty is truly at stake. Similar rules exist in both the 
EU and the OECD. 


In its report the OECD discussed the similarities between the problems of inter- 
governmental dispute settlement under tax treaties and trade agreements and sug- 
gests that it might be desirable to reconsider the design of tax treaty dispute settle- 





35 Art. 30 VCLT provides specific rules to solve a conflict between two treaties dealing with 
the same subject matter that have at least one common contracting state. The combined read- 
ing of Art. 30 (4) and 30 (3), relating to the application of successive treaties relating to the 
same subject matter, provides that the “earlier treaty applies only to the extent that its pro- 
visions are compatible with those of the latter treaty”. 

36 See Algeria-Canada (1999),Belgium-Canada (2002),Canada-Germany (2001),Canada-Es- 
tonia "(1995),Canada-Luxembourg (1999),Canada-Norway (2002),Canada-Portugal 
(1999),Canada-Sweden (1996) tax treaties. | 

37. The protocol and National Interest Analysis of the Australian Government is available at, 
http://www.austlii.edu.au/au/other/ dfat/nia/2002/25.html (last visited 22 May 2006). 

38 See Reuven S. Avi-Yonah, Treating Tax Issues Through Trade Regimes,26 Brooklyn J. 
Int’1.1683 (2001);Robert M. Green, 23 Yale J Int’IL.79 (1998). 
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ment mechanisms considering the increasingly sophisticated procedures and insti- 
tutions to resolve international trade disputes. 


Tax treaties, because of their bilateral nature, do not address the predatory tax 
protectionism as embodied in tax havens. A trade agreement being multilateral in 
nature does a better job in this regard, but is limited in this context to trade in goods, 
and does not cover trade in services or investment activities. The trade agreements 
apply only to production tax havens. Scholars have suggested a multilateral treaty 
similar to the GATT that will address tax as well as trade issues and that will apply 
to subsidies for services as well as goods.*” If such an agreement becomes a reality 
in the distant future, even though this is unlikely, a single dispute settlement mech- 
anism would solve the problems associated with the separate trade and tax agree- 
ments, 


The issue of “Should tax disputes be resolved using the dispute resolution pro- 
cedures in trade agreement” was discussed by tax treaty experts in a seminar*, 
Differing views were expressed about the desirability of having tax disputes adju- 
dicated using the dispute settlement procedures of the WTO/GATT or other trade 
agreements. Some participants argued that the mutual agreement procedure in tax 
treaties often works poorly, particularly in ordinary, low profile cases involving 
small taxpayers. They have difficulties in approaching the competent authority 
process. The process takes too long to resolve disputes and some times fail to reach 
a solution. Other experts disagreed with the pessimistic view of the mutual agree- 
ment procedure and argued that, despite problems with that procedure, it would 
not be an improvement to turn to a WTO-style adjudication process. The trade 
disputes are very specifically focused; in contrast, tax disputes are more compli- 
cated. Tax measures involve thousands of individual policy decisions and depar- 
tures from “ideal” income tax treatment. WTO-style adjudication would tend to 
view the specific tax measure in isolation, but, under the mutual agreement proce- 
dure, the competent authorities are able to look at the bigger picture, to take into 
account how the tax provision at issue relates to other provisions and how one case 
affects other cases. It was argued that the mutual agreement procedure is likely to 
lead to better results than WTO-style adjudication. The participants suggested ar- 
bitration to be a more useful adjunct to the mutual agreement procedure. WTO- 
style adjudication does not provide for participation by non-governmental parties, 
whereas dispute settlement in the international tax context should provide for such 
participation. 

The appropriateness of the mutual agreement procedure for settling tax disputes 
as opposed to the WTO style of dispute resolution has guided the income tax treaty 


9 SJemrod/Avi-Yonah, (How) should trade agreements deal with income tax issues?, 55 Tax 
L.Rev. 533 (2002) 552. 

40 An invitational seminar on “tax treaties in the 21* century” was held in Amsterdam in Oc- 
tober, 2001. 29 tax treaty experts participated in this seminar and one of the sessions exam- 
ined the interaction of tax and non-tax treaties. The summary of the proceedings is available 
on http://www.ctf.ca /pdf /ct) pdf /2002ctj1_arnold.pdf. Brian J.Arnold, Jacques Sasseville 
and Eric Zolt, Summary of the Proceedings of an invitational seminar on tax treaties in the 
21% Century, 50 Canadian Tax Journal (2002) 117. 
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negotiators in ensuring that their tax treaties override the conflict in jurisdiction 
with trade agreements. Art. XXII GATS provides that WTO members may bring 
these jurisdictional disputes before the Council for Trade in Services and the Coun- 
cil must refer the matter to binding arbitration (the trade negotiator’s solution). An 
additional paragraph is added to the Commentary to Art. 25 OECD MC and WTO 
members are taking suitable measures in their tax treaties so as to avoid the juris- 
dictional conflicts with trade agreements and the solution of the income tax treaty 
negotiator will always prevail over the dispute resolution mechanism in the GATS 
agreement. 


VIII. Conclusions 


The General Agreement on Tariffs and Trade and its successor the World Trade 
Organisation have developed sophisticated procedures and institutions to resolve 
international trade disputes. The arbitral panel composed of independent persons 
decides the issue in question on the basis of reasoned rulings. This makes the dis- 
pute settlement procedure in the GATT legalistic and quasi-judicial. The dispute 
settlement process starts with consultations and if the same do not resolve the dis- 
pute the matter will be referred to a third-party panel for decision. The aggrieved 
party may appeal the panel’s decision to the Appellate Body. At no stage of the 
procedure can the losing party block the decision and the “reverse consensus” rule 
applies. The system monitors compliance with the decision and in the case of non- 
compliance it can authorize retaliation. Only the governments of the member coun- 
tries have standing under these procedures. Private individuals and organizations 
have no standing even though their interests may be directly affected by the reso- 
lution of the dispute. The Dispute Settlement Understanding envisages a strict time 
frame for the procedure. | 

The primary objective of the system is to settle disputes, preferably through a 
mutually agreed solution that is consistent with the WTO Agreement. Adjudication 
is to be used only when the parties cannot work out a mutually agreed solution. By 
requiring formal consultations as the first stage of any dispute, the DSU provides 
a framework in which the parties to the dispute must always at least attempt to 
negotiate a settlement. Even when the case has progressed to the stage of adjudi- 
cation, a bilateral settlement always remains possible and the parties are always 
encouraged to make efforts in that direction. 

In the GATS, the substantial “‘carve-outs” for tax measures limited the extent 
to which this agreement covers direct tax measure. Accordingly, the scope of the 
dispute settlement procedure relating to tax disputes in the GATS is very limited. 
The provision of Art. XXII: 3 GATS has further limited the jurisdiction of the pan- 
els. For disputes relating to tax measures of a member, that are within the scope of 
tax treaty, the GATS dispute settlement procedure is not available and such disputes 
are required to be resolved through the mechanism of the competent authority. 


Tax treaties provide for a diplomatic procedure. In most of the tax treaties, the 
consultations and negotiation between the competent authorities of the two treaty 
countries are the only means of resolving disputes. There is no assurance that the 
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process will result in the resolution of the dispute. Even if it does, the resolution 
is likely to be a diplomatic solution rather than a reasoned decision based on the 
application of legal rules. This procedure is more suited to fact-specific disputes 
rather than to disputes involving a policy-level conflict between a domestic law 
and a tax treaty obligation. 


On the basis of the experience gained with the way arbitration clauses work in 
tax treaties, it is suggested that the operation and effectiveness of the competent 
authority process and the implementation of treaties generally could be improved 
by the addition of arbitration as a mechanism to “back-stop” the competent author- 
ity process. 

Tax treaties and trade and investment agreements are very closely related. They 
share the same goal of facilitating international trade and investment, and they 
employ the same methods for achieving that goal. During the Uruguay round of 
GATT negotiations, there was a widely supported proposal to include income tax 
measures under the GATS and accordingly the disputes about such measures would 
have come under the jurisdiction of the GATT dispute settlement system. However, 
the proposal did not pass because of strong opposition from the US. 


For the post-Uruguay round tax treaties, the US in particular has protected itself 
from any unwanted WTO interference by including pre-emptive language in the 
treaties with some countries that requires the consent of both parties for referring 
the dispute before the Council for Trade in Services. In some US treaties disputes 
are required to be resolved exclusively by the mutual agreement procedure. 


The disputes relating to tax measures covered by the scope of tax treaties should 
continue to be settled by the mechanism provided for in the tax treaties. The dispute 
settlement mechanism of the trade agreements may be available only after the tax 
treaty remedies are exhausted. If the dispute involves tax and non-tax measures 
the dispute settlement mechanism of trade agreements can be used, if both the par- 
ties to the dispute agree, which will avoid duplication of the procedures. Art XXII: 
3 of GATS is intended to provide for a specific procedure of resolution of dispute. 
The party to the dispute should not be unilaterally free to choose the forum of a 
tax treaty or the GATS for dispute settlement. The efforts of the OECD in suggest- 
ing the changes in the tax treaty provisions on the lines of paragraph 44.6 to the 
Commentary on Art. 25 OECD MC would avoid the possibility of forum-shopping 
by the disputing parties. 
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I. Introduction 


1. In General 


The dramatic increase in international trade and investment! in the past years 
has had important implications for international taxation. Much of the attention 
has focused on adapting substantive tax principles to the new economic circum- 
stances.” Equally important, however, are the procedural aspects of international 
taxation.* This means that in proportion to the increasing cross-border trade and 
investments there has been an increase in the potential number of international 
income tax disputes (including discriminatory indirect tax measures) under tax 
treaties and international trade disputes (including both indirect and direct tax 
measures) under WTO Agreements.* 


Under international law these disputes may be settled through diplomatic 
means, such as negotiation,’ good offices, mediation and conciliation or through 
legal (adjudicative) means, such as arbitration® or litigation.’ Diplomatic dispute 
resolution is a process in which parties only attempt to reach an agreement. There- 
fore, more and more states have become aware of the problems inherent in the 
diplomatic means of settlement for resolving their international disputes and have 
so turned to the legal dispute resolution process. It is a process in which judge, jury 
or arbiter determines the outcome. 


Arbitration is an alternative dispute resolution mechanism by which a dispute 
between two or more parties can be settled by some other (alternative) process 
outside the formal court system. Generally, it is a structured and binding process, 
in which disputing parties select some third party (arbitrator), present their argu- 
ments and evidence to that arbitrator and are bound by his decision, which is always 
legal because of their prior agreement to be bound or some statute requiring that 
the parties be bound. i 





| Transfer Pricing Surveys 2005-2006 shows that the WTO estimates that inter-company trans- 

actions now account for as much as 50% of all global trade; for more see Ernst& Young, 

Transfer Pricing Surveys 2005-2006. 

E.g. Trade Policy Review Mechanism (TPRM) in WTO is monitoring how tax measures not 

yet covered by WTO rules may nonetheless have economic effects equivalent to or more 

important than tax or non tax measures prohibited by existing WTO rules. 

3 E.g. OECD has recently (1 February 2006) published Proposals for Improving Mechanism 
for the Resolution of Tax Treaty Disputes, for more see http://www.oecd.org/dataoecd/5/20/ 
36054823.pdf, 6 February 2006. 

4 OECD, Improving the Process for Resolving International Tax Disputes, Version released 
for public comment on 27 July 2004, Centre for Tax Policy and Administration (CTPA) 2. 

5 E.g. Mutual Agreement Procedure (MAP). ie 

6 .g. EU Transfer Pricing Convention, arbitration clauses under DTC and arbitration under 


WTO. 
7 E.g. European Court of Justice (ECJ) and International Court of Justice (ICJ). 
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2. Purpose and Abstract of Master Thesis 


The purpose of my master thesis is mainly to compare and to present the rela- 
tionship between arbitration in tax treaties and arbitration in WTO agreements with 
regard to tax disputes. The master thesis is therefore structured as follows. 


After an introduction in this part, part two discusses current arbitration in in- 
ternational tax law; arbitration clauses in double tax conventions and the EU Trans- 
fer Pricing Convention. Part three discusses arbitration in the WTO dispute set- 
tlement mechanism, especially Art. 25 of the Dispute Settlement Understanding 
(DSU). In accordance with the purpose of the master thesis, both parts are struc- 
tured in a similar way: first, they briefly present reasons for international tax and 
trade disputes; second, they briefly describe the MAP and the Panel as the primary 
or main dispute settlement mechanisms in international tax and trade law and ex- 
amine whether we really need arbitration. Lastly, they look at arbitration, and es- 
pecially their main advantages and disadvantages with respect to providing for 
mandatory arbitration, which would result in a final and binding resolution. 


Part four — as the most important part of the master thesis — presents a com- 
parative analysis* of part two and three. First, it compares the main differences and 
similarities between international tax arbitration and arbitration in WTO agree- 
ments with regard to various arbitration issues. Moreover, the two sub-sections 
examine, in particular, the scope of arbitration and the consequences of different 
ways of initiating arbitration procedures. Second, it looks at the relation between 
international tax and trade arbitration from the perspective of the scope of arbitra- 
tion. In addition, this subpart examines, describes and comments on some of the 
salient characteristic of both types of arbitration. Finally, part four considers wheth- 
er international tax and trade dispute settlement mechanisms, including arbitration, 
can be useful and effective instruments for resolving international tax and/or trade 
disputes from the perspective of or as a result of different ways of initiating arbi- 
tration procedures. In other words, are dispute settlement mechanisms, including 
arbitration, satisfactory? 


Il. Arbitration as a Supplementary Dispute Resolution 
Technique under Bilateral Tax Treaty Law Dispute Settlement 
Procedures and International Tax Treaty Disputes 


1. In General 


The primary reason for international income tax treaty conflicts’ is that the 
national tax administrations and judicial bodies are independently responsible for 


8 For more detailed abstract of comparative analysis see chapter IV. 

9 For the purposes of my thesis, I will disregard the differences between indirect international 
tax treaty disputes (specific case MAP ~ Art. 25 (1), (2) OECD MC) and direct international 
tax treaty disputes (interpretative and legislative MAP ~ Art. 25 (3) OECD MC). 
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the application!® and/or interpretation'! of income tax treaties, irrespective of the 
enforcement of the DTC in the other contracting state.'* As long as national au- 
thorities and judicial bodies are independently responsible for the enforcement of 
tax treaties, such conflicts will never be able to be fully avoided.'* 


The incorrect application or interpretation of an income tax treaty, however, 
not only affects the other contracting state as a matter of international law,'* but 
(may) also harm the entrepreneurs, investors, and taxpayers for the benefit of 
whom the treaty was concluded in the first place. Taxpayers base their planning 
on the expectation that both contracting states will meet the obligations they as- 
sumed in the treaty. Taxation that is incompatible with the treaty violates the tax- 
payer’s legal certainty because it has a negative impact on taxpayer calculations, 
since it causes additional, unexpected costs!° and frequently produces the type of 
double taxation that distorts cross-border economic activity.'® 


A taxpayer faced with such inconsistent decisions may seek to resolve the con- 
flict in one of two ways. One possibility is to initiate judicial proceedings under 
the national laws of the countries concerned. This option is not ideal. Parallel pro- 
ceedings in two countries may result in differing outcomes, which do not resolve 
the taxpayer’s problem. In addition, most judges, even if independent of the tax 
administration and experienced in tax matters, are not usually familiar with tax 
treaty issues.'? Moreover, many would argue that the issue of a country’s compli- 
ance with its treaty obligations is more appropriately addressed by an impartial, 
international tribunal than by a national court system. This is what has prompted 
the adoption of arbitration of disputes in the trade and investment arenas. '8 Another 
possibility for the taxpayer is to initiate a “mutual agreement procedure”! as a 
diplomatic means for the peaceful settlement of disputes in public international 





10 E.g. one tax administration regards a construction site to last 13 months in this country. This 
State applies the permanent establishment rule (Art. 5 (3) OECD MC) and taxes the profits 
earned by the construction site. If the other State accepts, perhaps due to lack of information, 
a duration of 11 months only, it would not feel obliged to exempt the profits or to grant a tax 
credit, so that double taxation would arise. 

\l_ E.g. State A taxes a foreign enterprise operation through a server in this country because it 
regards a server as constituting a permanent establishment. State B, however, does not follow 
this interpretation. The taxpayer appeals, but the Supreme Court of State B holds true that a 
server could not meet the requirements of a permanent establishment. Both States tax there- 
fore the profits earned by the server. 

12 Ziiger, Settlement of Disputes in Tax Treaty Law — General Report, in Lang/Ziiger (eds.) 
Settlement of Disputes in Tax Treaty Law (2002) 15 (19): 

13 Ziiger, Arbitration under Tax Treaties (2001) 3. 

14 Namely under international public law only States have legal personality and not private 
persons. 

1S Ziiger, Arbitration under Tax Treaties, 5. 

16 Park/Tillinghast, Income Tax Treaty Arbitration (2004) 15. 

17 Cleave, Judicial interpretation of Tax Treaties — Educating the Judges?, 
http://www.beasonline.org/articles/artin.asp?505, 15 February 2006. 

18 Park/Tillinghast, Income Tax Treaty Arbitration, ll. 

19 Art. 25 OECD MC (hereinafter »MAP«). 
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law. The existing MAP process generally provides an effective method of resolving 
international tax disputes; nevertheless, that there is clearly a lack of legal protec- 
tion’? in the current MAP?! and thus a number of improvements need to be made. 
However, even once the improvements to the MAP have been made, there will 
inevitably be cases in which the MAP is not able to reach a satisfactory result. Such 
cases will typically arise when the countries involved cannot agree on the proper 
interpretation or application of the treaty in a particular situation. Since the MAP 
process as currently structured does not require the countries to agree, but only that 
they endeavour to agree,”> the result may be unrelieved double taxation or “taxation 
not in accordance with the Convention” in a case where the competent authorities 
are not able to reach agreement.”4 


More and more states have become aware of the problems inherent in the MAP 
and thus have turned to supplementary”? dispute resolution techniques (“two step 
approach”)”® which can help to ensure that international income tax treaty disputes 
will to the greatest extent possible be resolved in a final, objective and legal manner 
for both the countries and the taxpayers concerned?’. Reducing the number of un- 
resolved cross-border tax disputes in this way is clearly an important goal of both 
states and the business community.?* The most widely discussed form of supple- 
mentary dispute resolution technique in the tax area is arbitration’? as a judicial 
means for the peaceful settlement of disputes in public international law.*° 


There are a few policy objections against tax arbitration, especially against 
mandatory arbitration. For example, some argue that there is no need to provide 
0 E.g. there is no fixed time-table, the taxpayer does not receive a reasoned decision at the 
end, the decision might be issued without having heard the taxpayer before and may be based 
on equity, the procedure is completely intransparent, the outcome is uncertain, the effect of 
the mutual agreement depends very much on domestic law, etc. 

Ziiger, in Lang/Ziiger (eds.) Settlement of Disputes in Tax Treaty Law, 24. 

2 For more see OECD, /mproving the Process for Resolving International Tax Disputes, Ver- 
sion released for public comment on 27 July 2004, Centre for Tax Policy and Administration 
(CTPA). 

23 But nothing is said of what happens when they do not agree. 

24 Ribes Ribes, Compulsory Arbitration as a Last Resort in Resolving Tax Treaty Interpretation 

Problem, European Taxation 2002, 400 (400). 

25 Since MAP works well in many cases, any proposal for other dispute settlement methods 
should supplement, rather than replace the MAP. 

26 For more about this relationship see: Chetcuti, Zax Dispute Resolution: Arbitration in Inter- 
national Tax Dispute Resolution, http://www.inter-lawyer.com/lex-e-scripta/articles/tax-ar- 
bitration.htm, 13 November 2005; Ad Hoc Group of Experts on International Cooperation 
in Tax Matters Tenth Meeting, Arbitration in International Tax Matters, 29 August 2001, 
http://unpan | .un.org/ intradoc/ groups/public/documents/un/unpan004398 pdf#search='AR- 
BITRATION®620in’o20international™20tax%20matters', 30 October 2005. 

27 Groen. Arbitration in Bilateral Tax Treaties, /ntertax 2002/30, 3 (3). 

28 OECD, Improving the Process for Resolving International Tax Disputes, Version released 
for public comment on 27 July 2004, Centre for Tax Policy and Administration (CTPA) 28. 

29 There is also, for example advisory opinion, negotiation, litigation, etc. 

30 OECD, Improving the Process for Resolving International Tax Disputes, Version released 
for public comment on 27 July 2004, Centre for Tax Policy and Administration (CTPA) 29. 
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for arbitration of disputes arising under tax treaties because facilities already exist 
for resolving such disputes. While it is true that some facilities exist, they are cer- 
tainly less than completely satisfactory.*! On the other hand, some argue that ar- 
bitration could restrict a state’s sovereignty.** However, there will be no threat to 
existing inter-governmental procedures because in all cases the additional tech- 
niques (including arbitration) are supplementary** to the existing dispute resolu- 
tion mechanism in the MAP. Unlike commercial arbitration and arbitration under 
Art. 25 DSU in the WTO, “tax treaty techniques” are not an alternative** to the 
primary dispute resolution process, but complementary methods which grow out 
of and naturally supplement the existing MAP.*° Even if the competent authorities 
cannot mutually agree and initiate arbitration, the arbitration board cannot oblige 
a state to grant more or other tax relief than the state itself has voluntarily under- 
taken when it concluded the treaty. Therefore it is the tax convention that restricts 
the state’s sovereign power to tax and not the arbitral decision enforcing the treaty 
obligation.*° 


Before presenting various forms of arbitration in current international tax law, 
I would like to say that, from my point of view, the crucial elements for an efficient 
international tax treaty dispute settlement mechanism are: a mandatory pre-dispute 
agreement (mandatory submission/arbitration) to arbitrate and a final and binding 
resolution?” and non-optional post-dispute agreement (optional submission/arbi- 
tration) to arbitrate.*® 





3! See previous paragraph. 

32 E.g. Norway hardly accepts arbitration on the transfer pricing system on petroleum, as the 
oil production sector constitutes one of the core industries of the nation's economy. 

33 Le. that arbitration shall only be initiated if the competent authorities cannot find a mutual 
solution in relation to an international tax treaty conflict (»two step approach«). 

34 |e. that contracting States can choose whether they will use arbitration or some other dispute 
settlement methods for resolving their disputes. 

35. OECD, Improving the Process for Resolving International Tax Disputes, Version released 
for public comment on 27 July 2004, Centre for Tax Policy and Administration (CTPA) 29. 

36 Ziiger, in Lang/Ziiger (eds.) Settlement of Disputes in Tax Treaty Law (2002) 32. . 

37 There are also other important elements; e.g. there must be time limits for the contracting 
States to reach a mutual solution; taxpayers must have the right to initiate and participate in 
the arbitration; implementation of award; there must be possibility for annulment of arbitra- 
tion award against erratic or procedurally unfair decisions; those do not have such an impor- 
tant role for the purposes of my thesis. For more about this elements, see Park/Tillinghast, 
Income Tax Treaty Arbitration, 14. 

38 A somewhat misleading distinction is occasionally made between “voluntary” (“non-bind- 
ing”) arbitration and “non-voluntary” (“binding”) arbitration. This terminology 1s problem- 
atic, since any arbitration will a/ways be voluntary because both countries must at the some 
point agree to the process. “Binding” or mandatory arbitration means only that there is, beside 
general consent in tax treaties, no need for special consent after the dispute arises, for sub- 


mitting the dispute to arbitration. 
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2. Arbitration Clauses in Double Tax Conventions 


Considering that an arbitration clause is lacking in the mutual agreement article 
of the OECD MC,” it is not surprising that arbitration clauses in tax treaties are 
not very homogeneous. Many arbitration clauses deviate among themselves. Nev- 
ertheless, we generally can find many similarities in the wording of these provi- 
sions. All arbitration procedures enshrined in bilateral tax treaties follow a two- 
Step approach. Arbitration is the final stage in the dispute settlement process, but 
it may be initiated only if the MAP failed to reach an agreement. This last-resort 
role of arbitration should stimulate agreed settlements. It does not constitute an 
appellate body against mutual agreements that the taxpayer does not agree with 
but it will secure the uniform application of a tax treaty either by mutual agreement 
or by the decision of the arbitration board and in this way may solve tax disputes 
leading to unintended double taxation or double non-taxation. 


Most of the current provisions, however, do not meet this goal since they pro- 
vide (only) optional post-dispute agreements (optional submission/arbitration) 
to arbitration, which can be generally read as “... the case may, if both authorities 
(and taxpayer (s)) agree, be submitted for arbitration...”.*° This means that the 
case may be submitted to arbitration but only after the special consent of both com- 
petent authorities has been obtained.*! Each state may therefore exclude disputes 
from arbitration. The clearer it is that a state has infringed the tax convention, the 
more likely it is that it will use its veto. These provisions cannot guarantee uniform 
treaty application. Furthermore, they do not guarantee a taxpayer's participation in 
the arbitration. The composition of the arbitration board lies in the hands of the tax 
administrations. The provisions are usually subject to a special agreement between 
the competent authorities. Therefore, they do not substantially improve the tax- 
payer's legal protection under tax treaty law.4* Moreover, under many DTCs arbi- 
tration provisions only have effect after the contracting states have so agreed 
through an exchange of diplomatic notes. As this has not often happened yet, many 
provisions are still not in force.** This is, at least from my point of view, unaccept- 
able.#4 


Such arbitration clauses are an inefficient international tax dispute settlement 
mechanism, and it is therefore necessary to provide for mandatory pre-dispute 
agreement (mandatory arbitration) to arbitration. This is also the clear preference 





9 The OECD has recently published (1 February 2006) Proposals for Improving Mechanism 
for the Resolution of Tax Treaty Disputes, where it (some might say at last) proposed a new 
paragraph ~ an arbitration clause with proposed Commentary on the new paragraph; for more 
see http://www.oecd.org/dataoecd/5/20/36054823.pdf, 6 February 2006. 

40 In my view, such an approach applies equally to the arbitration clauses similar in this respect 
to arbitration clauses in e.g. the DTC Mexico-US, Estonia-Netherlands etc. 

4! Groen, /ntertax 2002/30, 11. 

42 Ziiger, in Lang/Ziiger (eds.) Settlement of Disputes in Tax Treaty Law, 37. 

43 Ziiger, Arbitration under Tax Treaties, 33. 

44 Nevertheless, postponing the entry into force, however, is not necessary at all, since optional 
arbitration clauses grant each competent authority the right to reject the initiation of an ar- 
bitration procedure ad hoc. 
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of the business community.*> In practice, the term “mandatory submission” means 
simply that an irrevocable agreement to arbitrate was concluded before rather than 
after the dispute arose. Such a commitment requires no further agreement by the 
parties, and arbitration may proceed even if one side later changes its mind and 
would prefer to have the dispute resolved in its own national courts.*° Following 
the example of the EU Transfer Pricing Convention, the treaty itself should there- 
fore provide that every dispute that could not be solved mutually within a specified 
period has to be submitted to arbitration. In accordance with this, Austria and Ger- 
many have already concluded a new DTC that has a new Art. 25 (5), with the 
following wording “... the States shall be under obligation to submit the case to 
arbitration as defined by Article [239] of the EC Convention with the Court of the 
European Communities. ”*” 


In addition, there is also one big advantage to an arbitration clause comparable 
to the EU Transfer Pricing Convention. It offers arbitration for any difficulties or 
doubts arising as to the interpretation or application of the DTC that could not be 
resolved in the MAP. 


3. EU Transfer Pricing Convention 


In 1990, the EU Member States entered?’ into the EU Transfer Pricing Con- 
vention.4? The Member States decided to enact an arbitration procedure as a part 
ofa multilateral convention rather as a directive.*° The major disadvantage to this 
choice is to place the arbitration procedure outside of the jurisdiction of the Euro- 
pean Court of Justice (ECJ).°' As a result, the ECJ may not interpret?” the terms 


45 Comments of the Business and Industry Advisory Committee (BIAC) to the OECD on the 
OECD Public Discussion Draft:. “/mproving the Process for Resolving International Tax 
Disputes ”’, 
http://www.uscib.org/docs/BIAC_C omments Dispute Resolution.pdf, 30 October 2005. 

46 Park/Tillinghast, Income Tax Treaty Arbitration, 22. 

47 Ziiger, The ECJ as Arbitration Court for the New Austria-Germany Tax Treaty, European 
Taxation 2000, 101 (102). 

48 Which became effective on 1 January 1995. In 1999, the Member States adopted a Protocol 
extending the period of the application of the Convention for an additional five years and 
providing for an automatic five-year renewal system. 

49 Convention on the elimination of double taxation in connection with the adjustment of profits 
of associated enterprises, 23 July 1990, 90/436/EEC. 

50 This was because the Member States were reluctant to surrender a significant part of their 
fiscal sovereignty, especially in view of the absence of a common set of substantive transfer 
pricing rules. 7a 4. 

51 This is the reason why EC Commission proposed to convert the Arbitration Convention into 
a directive or regulation. For more about this issue see: Hinnekens, The Search for an Ef- 
fective Structure of International Tax Arbitration Within and Without the European Com- 
munity, in Lang/Ziiger (eds.) Settlement of Disputes in Tax Treaty Law 533 (533 et seq.). 

52 Terra/Wattel, European Tax Law (2005) 587: Hinnekens, Different interpretations of the Eu- 
ropean Tax Arbitration Convention, EC Tax Review 1998/4, 247 (247 et seq.); Adonnino, 
Some Thoughts on the EC Arbitration Convention, European Taxation 2003, 403 (403). 


581 


Blaz Pate 





of the Convention, which would have been useful, if only for the sake of clarity 


and certainty.>? 


The purpose of the Convention is to establish a procedure to eliminate double 
taxation arising from profit adjustments made by contracting states.*4 Although 
procedures to resolve disputes involving transfer pricing adjustments are, in many 
cases, already provided for under the MAP set out in bilateral tax treaties, the sup- 
posed key advantage of the Convention is to provide a time limit for the contract- 
ing States to reach a solution. 


If we consider the case in which the tax authorities of contracting state A (A 
auth.) include in the profits of an enterprise of that state (A corp.) profits on which 
an associated enterprise (B corp.) has been taxed by the tax authorities of another 
contracting state (B authority); the adjustment by A auth. thus gives rise to double 
taxation. The EU Transfer Pricing Convention provides a procedural mechanism 
for resolving such disputes. 


The best way to present arbitration procedure is illustrated in the following 
diagram:*> 


As we can see from the diagram, the procedure* is divided into three, closely 
connected, stages: the obligation to notify the intention to make a tax adjustment, 
the MAP itself and arbitration (Advisory Commission procedure). 


If at, for example, end of year 0, A auth. intends to adjust the profits of corp. 
A in accordance with its transfer pricing principles, it must in due time inform 
corp. A about its intended action. In this way A corp. gets the opportunity to inform 
B corp., which gets so an opportunity to inform B auth.*’ If interested parties do 
not agree with an intended adjustment of A auth’s taxes. or if corp. A considers 
that transfer pricing principles have been infringed, it may, within three years of 
the first notification of the action that would or is likely to result in double taxation, 
present its case to the A auth. At the same time, corp. A must notify A auth. if the 
other contracting state (B auth.) may be involved or not. Consequently, A auth. 
must then promptly notify the auth. B. Provided that the complaint is well founded, 


*% But there are some commentators who are not in favor of a modification of the Convention 
into a directive because of the “stability” of a convention, which requires the consent of all 
the Contracting States, and the risk of inconsistent national implementation of a directive, 
see: Huibregtse/Offermanns, What Is the Future of the EU Arbitration Convention?, /nter- 
national Transfer Pricing Journal 2004, 76 (82). 

4 Because of'1) a violation of the arm's length principle between associated enterprises (“eco- 
nomic” double taxation); or the attribution of profits to a permanent establishment not equiv- 
alent to what it might be expected to derive if it were a distinct and separate enterprise en- 
gaged in the same or similar activities under the same or similar conditions and dealing on 
an arm's length basis (or what is known as “legal” double taxation) (Art. 4 of the Convention). 

55 Adjusted and modified by: Rousselle, The EC Arbitration Convention — An overview of the 
Current Position, European Taxation 2005, 14 (16); Hinnekens, EC Tax Review 1998/4, 254; 
Cauwenbergh/Van Honste, The Belgium Arbitration Convention Circular: the Defensive 
Approach of Transfer Pricing, /ntertax 2001, 140 (145). 

‘6 For the purposes of this master thesis, I have simplified the procedure. 

5? Art. 5 of the Convention. 
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1, NOTIFICATION OF INTENDED ADJUSTMENT 


Aauth. > Acorp. > Beorp. > B auth. 


Do B auth. + A corp. + B corp. agree with adjustment? 











YES 
end of 
procedure 


PRESENTATION of case by A corp. to A auth. 


A corp. informs A auth. about involment of B corp. 
A auth notifies B auth. 












End of 
procedure 







YES 
End of 
procedure 











YES 
End of 
procedure 
3. ARBITRATION 


A and B Auth set up advisory commission 


Advisory commission delivers opinion 


A and B auth take a decision eliminating double 


taxation 
YES 
Elimation of double tax. 










Within 3 YEARS 


= by year end 3 


In due time 
= year end 0 





At the same time 


Without delay 


Up to 2 YEARS 


=by year end 5 
unless suspended 








Without delay 


Up to 6 MONT. 


=by 30 June of year 


6 unless extended 


Up to 6 MONT. 
=by year end 6 


Opinion of the Advisory Commission is BINDING 
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A auth. must then endeavour to resolve the case by itself or by a MAP with the B 
auth. within a two-year period.** If the A and B authorities fail to reach an agreement 
that eliminates the double taxation within a two-year period, they must®? set up an 
Advisory Commission without delay that must deliver an opinion on how to elim- 
inate the double taxation in question.“’ The Advisory Commission may request the 
enterprises and the competent authorities concerned to provide it with information, 
documents or evidence, and each enterprise may ask to appear or may be represented 
before the Advisory Commission. The Advisory Commission must deliver its opin- 
ion within six months from the date the matter was referred to it.°! This opinion is, 
at first, not binding and the competent authorities may deviate from it thereafter 
should they both agree. If, however, the competent authorities fail to reach an agree- 
ment within six months from the date of the opinion of the Advisory Commission, 
they will have to conform to the Advisory Commission's decision.®? 


We can say that conflicts in connection with the application of provision have 
to be resolved either mutually by the tax authorities or by an arbitration board if 
the competent authorities cannot find a solution within two years. The taxpayer 
who ts involved in the arbitration procedure can therefore be sure that every transfer 
pricing dispute will be solved. 


In addition, | would like to say that there are also other reasons™ for mandatory 
arbitration in transfer pricing disputes. Forty percent of transfer pricing adjust- 
ments resulted to double taxation.®> Thus, there is a most urgent need to provide 
efficient international tax treaty dispute settlement mechanisms. Moreover, factual 
and industry-specific disputes concerning the application of DTCs are better suited 
for arbitration than disputes concerning the interpretation of DTCs and domestic 
law.°° Arbitrators, to the extent they are experts in specific areas of business, are 
generally better equipped than the competent authorities or judges to resolve fac- 
tual disputes concerning the application of DTCs.*’ 


The Arbitration Convention is therefore an effective incentive for administra- 
tions to reach mutual agreements within a reasonable time. The “two-step ap- 
proach” (arbitration only after the competent authority procedure has failed) with 


88 Arts. 6.2 and 7.1 of the Convention. 

5? Unless in cases in which a tax crime may have occurred, Art. 8 Convention. 

60 Art. 7.1 of the Convention. 

6! Art. 11 of the Convention. 

62 Art. 12 of the Convention. 

63 Schelpe, The Arbitration Convention: Its Origin, Its Opportunities and Its Weaknesses, EC 
Tax Review 1995/2, 68 (77). 

64 More about reasons for adopting EU Arbitration Convention see: Terra/Wattel, European 
Tax Law, 577 et seq. 

65 Ernst & Young, Transfer Pricing Global Survey 2003. 

66 Tillinghast, The Choice of Issues to be Submitted to Arbitrary under Income Tax Conven- 
tions, /ntertax 1994/4, 159 (166). 

67 Groen, /ntertax 2002/30, 10. 
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mandatory submission to arbitration has proven successful® because it can 
strengthen the taxpayer’s position under treaty law and reduce the current lack of 
legal protection under arbitration clauses in DTCs.°? Unfortunately, the Arbitration 
Convention is restricted only to transfer pricing issues and is therefore not appli- 
cable to other disputes that may arise under tax treaty law. Its geographical scope 
is restricted to the EU territory since it protects only EU-based companies. ’? Nei- 
ther the ECJ nor any other EU institutions (or national courts) have been given 
competence under the EU Transfer Pricing Convention, especially in the appeal 
procedure.’! 


Ill. Arbitration as an Alternative Dispute Resolution Technique 
under Multilateral Trade (WTO) Law Dispute Settlement 
Procedures and International Trade Agreements Disputes 


1. In General 


As mentioned above, in addition to international income tax treaty disputes, 
there are also international trade disputes, including both indirect and direct tax 
measures. Generally, the disputes handled by the WTO concern the rights and 
obligations of WTO members under the agreements. The primary reason for 
international trade (WTO) conflicts is that the states often want to grant to some 
trading partner special treatment’? (e.g. a lower customs duty rate for one of 
their products) or they do not treat imported and locally produced goods equal- 
ly.73 


68 For more about the »two-step approach« in the sense of MAP and number of cases initiated 
under EU Arbitration Convention, length of procedures, success rates, etc, see Commission 
of the European Communities, Company Taxation in the Internal Market, 
http://www. law.wayne.edu/McIntyre/text’company_tax_study_en.pdf#search—'COMPA- 
NY%20TAXATION%20IN%20INTERNAL%20MARKET', 4 February 2006, 269 et seq. 

69 For more about positive characteristics of EU Convention, see Ad Hoc Group of Experts on 
International Cooperation in Tax Matters Tenth Meeting, Arbitration in International Tax Mat- 
ters, 29 August 2001, 
http://unpan | .un.org/ intradoc/groups/public/ documents/un/unpan004398.pd#search='ARBI- 
TRATION%20in%20international%20tax%20matters’, 30 October 2005, 2. 

70 Markham. The Resolution of Transfer Pricing Disputes through Arbitration, /ntertax 2005, 
68 (70). 

a a about EU Arbitration Convention strengths and weaknesses, see Chetcuti, The EU 
Tax Dispute Resolution: The EU Tax A rbitration Convention — its strengths and its weak- 
nesses, 13 November 2005, 
http://www.cc-advocates.com/publications/articles/eu-tax-arbitration-convention2.htm. 

72 Most-favoured-nation (MEN): Art. I GATT, Art. Il GATS and Art. 4 TRIPS. 

73 National Treatment (NT): Art. III GATT, Art. XVII GATS and Art. 3 TRIPS. 
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The WTO dispute settlement mechanism provides a final and binding dispu 
settlement mechanism. The main disadvantage is that it gives private parties no 
right to initiate proceedings or to rely on the decision.” If the adopted report is not 
implemented within a reasonable period, the trading partner may retaliate. How- 
ever, the importer whose rights have been infringed would still be subject to the 
»illegal« tariff in the absence of some sort of action within the national legal sys- 
tems to give effect to the DSB ruling. 


In addition to this dispute settlement, the DSU also provides that certain kinds 
of disputes among WTO members must be resolved by arbitration. Primarily, this 
relates to disputes arising in connection with the “enforcement” of the reports 
adopted. In addition, Article 25 of the DSU provides that the WTO members may 
mutually agree to settle disputes by arbitration as, just the Opposite to tax treaty 
arbitration, an alternative means of WTO dispute settlement.’5 


2. “Special” Arbitration Procedures as Part of Dispute Settlement Proce- 
dures 


| have used the word “special” arbitration procedure because both of the fol- 
lowing types of arbitration are not the “real” arbitration: they are (just) part of the 
three-stage enforcement procedure within WTO dispute settlement mechanism.”° 

The first and the most frequently used arbitration procedure within the WTO is 

provided for in the first level of enforcement procedure (Article 21.3 (c) of the 

DSU). It concerns the determination of a reasonable period for the implementation 

of a Panel or Appellate Body report if the parties fail to reach an agreement on 

what constitutes a reasonable period of time. The second arbitration is used within 
the third stage of the enforcement system in the WTO (Article 22.6 of the DSU). 

This provision concerns the question whether the complainant party has observed 

the relevant principles’’ with regard to the application of trade sanctions.78 

* For more about this see: van Eeckhaute, Private Complaints Against Foreign Unfair Trade 
Practices, 33/6 Journal of World Trade (1999) 199 (199 et seq.); Bronckers/McNelis, The 
EU Trade Barriers Regulation Comes of Age, 35/4 Journal of World Trade (2001) 427 (440 
et seq.); Lopez, Recent Trends and Perspectives for Non-State Actor Participation in World 
Trade Organization Disputes, 35/3 Journal of World Trade (2001) 469 (483 et seq.); Sund- 
berg/ Vermulst, The EC Trade Barriers Regulation, 35/5 Journal of World Trade (2001 ) 989 
(1002 et seq.). 

* Lércher Vieregge, Dispute Settlement under the WTO and Arbitration, http://www.norton- 
rose.com/NR_bitration/ NRbitration%20-%20July%2003%20pg.2.htm, 13 November 2005. 

*6 Since this arbitration falls outside the scope of my thesis, I will present just its basic char- 
acteristics. 

First, the level of trade sanctions has to be equivalent to the level of damages caused by the 
failure of the Member concerned to implement the report. Second, trade sanctions should be 
linked as closely as possible to the subject matter of the Panel proceedings they relate to; in 
particular, cross-sector and cross-agreement retaliation are subject to specific requirements. 

"8 Lércher Vieregge, Dispute Settlement under the WTO and Arbitration, http://www.norton- 
rose.com/NR_bitration/NRbitration%20-%20July%2003%20pg.2.htm, 13 November 2005. 
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3. Arbitration as an Alternative Dispute Settlement Procedure 


As an alternative to adjudication by Panels and the Appellate Body, the parties 
to a dispute can resort to arbitration.’”? This happens when the parties wish to “by- 
pass” the WTO dispute settlement altogether and arbitrate their differences.*° If 
parties want to use arbitration as an alternative to the usual WTO dispute settlement 
procedure, they must agree to the arbitration.*! This means that apart from instanc- 
es in which the DSU permits a single member to seek special arbitration of partic- 
ular issue,** mutual agreement to arbitrate is required. 


In addition, the DSU itself does not contain any provisions on the conduct of 
the proceedings, but provides that it is up to the parties to agree on the procedures 
to be followed.* The parties to the dispute are thus free to depart from the standard 
procedures of the DSU and to agree on the rules and procedures they deem appro- 
priate for the arbitration, including the selection of the arbitrators. The parties must 
also clearly define the issues in dispute.*4 


Accordingly, the parties are given broad autonomy.** However, this is limited 
in two ways. First, “agreements to resort to arbitration shall be notified to all 
members sufficiently in advance of the actual commencement of the arbitration 
process”’.8® The purpose of this provision is to make it possible for third WTO 
members to become party to the arbitration proceeding but only after agreement 
of the parties who have agreed to make recourse to arbitration.’’ Thus, unlike reg- 
ular WTO dispute settlement procedures, third parties have no rights in arbitration. 
Nevertheless, they may start a dispute settlement on their own if they are affected 
by the measure in question.** Secondly, “all arbitration awards shall be notified 
to the DSB and the Council or Committee of any relevant agreement where any 
member may arise any point relating thereto”.*° This paragraph was included to 
make it clear that the arbitration award, although it will be legally binding”? on the 
parties to the arbitration procedure and may be enforced by special arbitration pro- 
cedures.?! it cannot affect the rights and obligations of third WTO members or the 
power of the DSB to interpret WTO rules in a different manner.” After all, arbi- 
tration awards have to be in accordance with the WTO agreements and may not 





79 Art. 25 (1) of the DSU. 

80 Palmeter/Mavroidis, Dispute Settlement in the World Trade Organization (2004) 206. 
81 Art. 25 (2) of the DSU. 

82 See previous paragraph. 

83 Art. 25 (2) DSU. 


84 Art. 25 (1) DSU. hia ; 
85 Lércher Vieregge, Dispute Settlement under the WTO and Arbitration, http://www.norton- 


rose.com/NR bitration/NRbitration%20-%20July%2003%20pg.2.htm, 13.11.2005. 
86 Art. 25 (2) DSU. 
87 Art. 25 (3) DSU. 
88 Palmeter/Mavroidis, Dispute Settlement in the World Trade Organization, 206. 
89 Art. 25 (3) DSU. 
90 Art. 25 (3) DSU. 


91 Art. 25 (4) DSU. 
2 Petersmann, The GATT/WTO Dispute Settlement System, International Law, International 


Organizations and Dispute Settlement (1997) 193. 
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nullify or impair benefits under those agreements, or impede the attainment of any 
of the objectives of those agreements.” 

From my point of view, it is surprising that WTO members do not use arbitration 
more often as an alternative to the Panel. The arbitration procedure under Article 
25 of the DSU has been used only once so far.** One of the reasons seems to be 
that an award under Article 25 is not subject to appellate review.% In addition, I 
think that another reason for this is that until now the WTO dispute settlement 
procedure has been very effective. Besides, as the WTO and states have started 
to clear the way for the indirect appearance of enterprises, rather than just states, 
in WTO dispute proceedings,” and thus to make it more practicable for enterprises 
to press their national governments to activate WTO procedures, this trend may 
be expected to continue. Furthermore, given that there are presently”* 149 states 
that are parties” to the WTO,' and that all are bound by the dispute settlement 
system, the DSU represents the most extensive network of compulsory dispute 
settlement obligations in international law.'°! 





Art. 3 (5) DSU. 

‘4 It was a case where the European Communities and the United States asked for arbitration 
to determine the level of nullification or impairment of benefits to the EC as a result of the 
operation of Section 110 (5) of the US Copyright Act. Since this case does not really relate 
to tax measures it is not of much interest for my thesis. What is interesting is that the entire 
process, from notification of the parties of their agreement to arbitrate to the notification of 
the DSB and the TRIPS Council, took less than four months. For more about this, see US- 
Section 110 (5) of US Copyright Act, Report of Panel (WT/DS160) of 15 June 2000; Award 
of the Arbitrators (WT/DS160/ARB25/1) of 9 November 2001. 

% Lércher Vieregge, Dispute Settlement under the WTO and Arbitration, http://www.norton- 
rose.con/NR_bitration/NRbitration%.20-%20July%2003%20pg.2.htm, 13 November 2005. 

% At the end of the year 2005, more than 335 cases had been initiated, see 
http://www.wto.org/english/tratop_e/dispu_e/dispu_status_e.htm, 16 February 2006. 

*? Normally enterprises are not direct parties to the panel procedures. They are expected to 
mediate by the State they are related to. Nevertheless, some countries started to grant them 
indirect influence to start the WTO procedure in that they may provide different information 
(evidence, etc) to State to which they are related to. For more about this see: van Eeckhaute, 
33/6 Journal of World Trade (1999) 199 et seq.; Bronckers/McNelis, 35/4 Journal of World 
Trade (2001) 440 et seq.; Lopez, 35/3 Journal of World Trade (2001) 483 et seq.; Sundberg/ 
Vermulst, 35/5 Journal of World Trade (2001) 1002 et seq. 

% 11 December 2006. 

% Unlike the international tax regime, which maintains a limited membership of around 30 
relatively developed countries, the WTO system encompasses 149 members with diverse 
levels of economic development. 

100 For more see http://www.wto.org/english/thewto_e/whatis_e/tif_e/org6_e.htm, 16 February 


2006. 
10! Collier/Lowe, The Settlement of Disputes in International Law (1999) 104. 
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IV. Comparative Analysis 


1. Overview 


This part is the most important part of the master thesis. Therefore, it is divided 
into three separate, but closely related, subsections. 


First, it compares and presents the main differences and similarities between 
part two and three. It compares international tax and trade arbitration from different 
and important arbitration issues (e.g. the nature of arbitration, scope of arbitration, 
initiation of arbitration, composition of the arbitration board, etc). Moreover, the 
scope of arbitration (subject matter of disputes) and consequences of different ways 
of initiating arbitration are examined and compared below. 


Second, it shows the relation between international tax and trade arbitrations 
from the perspective of subject matter of disputes. This part shows which tax con- 
flicts can be solved by tax treaty arbitration and which by WTO arbitration, from 
the perspective of indirect and direct tax disputes, since arbitration procedures can 
be used only for conflicts arising from issues addressed by income tax treaties and 
trade agreements. In particular, it examines the possibility of a supplementary ar- 
bitration procedure within DTC for indirect tax disputes and the possibility of an 
alternative arbitration procedure within the WTO for income (direct) tax disputes; 
by answering the following questions: do tax (and WTO) agreements deal also 
with indirect (and direct) tax issues, which means that indirect (and direct) tax 
conflicts can also be solved by arbitration under DTC (and the WTO); if yes, which 
indirect (and direct) tax conflicts can be solved by arbitration under the WTO; and 
how should it be decided whether the dispute indirect (and direct) measure falls 
within the scope of tax convention (and trade agreement) at all or whether arbitra- 
tion as a dispute settlement mechanism under tax (and trade) agreements may be 
used to solve these conflicts? 


Finally, it considers whether international tax and trade dispute settlement 
mechanisms, including arbitration, can be useful and effective instruments at all 
for resolving international tax and/or trade disputes, particularly from the perspec- 
tive or as a consequence of different initiation of arbitration. The main point is to 
show that as long as tax treaties provide only diplomatic MAP, with only optional 
submission clauses to arbitration, except EU Transfer Pricing Convention, they 
will be considered useless instruments for resolving international tax disputes, 
since trade agreements provide final and binding conclusions without arbitration. 


2. Comparison between Arbitration under Tax Treaty Law and the Multina- 
tional Trade Law Dispute Settlement Procedures 


The main difference between arbitration under bilateral tax treaty law and mul- 
tinational trade law is in the nature of arbitration. WTO arbitration is an alternative 
dispute resolution technique to the Panel and thus it is “real” international arbitra- 
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tion in the sense of international law,'°? while tax treaty arbitration, as a suppl 
mentary dispute resolution technique to the MAP, is a “special” arbitration for in 
ternational tax treaty disputes, having the purpose of coordinating the potentiall 
conflicting interests of three parties. Consequently, this means that arbitration ma 
occur only if contracting states fail to reach an agreement in MAP. 


There is also a difference between the subject matter of disputes covered by 
different arbitration procedures. Arbitration clauses under DTC cover all interna- 
tional income tax treaty disputes (including discriminatory indirect tax measures), 
while arbitration under the WTO covers all international trade agreements disputes, 
including both direct and indirect tax measures!°, On the other hand, the EU Trans- 
fer Pricing Convention covers only transfer pricing disputes/issues. 


Another important distinction may be seen in the initiation of arbitration pro- 
cedure. Most of all arbitration clauses under current tax treaties and WTO arbitra- 
tion provide optional post-dispute agreements to arbitrate (while only the EU 
Transfer Pricing Convention and (e.g.) the arbitration clause under the DTC Aus- 
tria~Germany provide a mandatory submission to arbitration if the MAP fails to 
reach an agreement). Consequently, this means that generally all tax treaties are 
not efficient international tax treaty dispute settlement mechanisms, since they re- 
quired additional special consent for arbitration. This means that states are not 
obliged to start arbitration if they fail to reach a mutual agreement, which is obvi- 
ously a lack of legal protection from the perspective of the taxpayer’s view.! 


Many of arbitration clauses under DTCs require the consent of the taxpayer to 
arbitrate. The taxpayer may therefore avoid an arbitration procedure but, in doing 
so, he must be aware that the tax conflict that may lead to double taxation will 
remain. Consequently, in most cases taxpayers are interested in initiating arbitra- 
tion. In contrast to arbitration clauses under DTCs, the EU Transfer Pricing Con- 
vention and arbitration under the WTO do not require the consent of the taxpayer 
involved. 

The arbitration provisions do not usually contain rules regarding the composi- 
tion of the arbitration board, except the EU Transfer Pricing Convention. Inter- 
national law does not provide any guidelines since it is a basic principle of inter- 
national arbitration that the states submit to arbiters of their own choice. It lies 
entirely in the hands of the tax authorities to decide how to set up an arbitration 
board, unless domestic legislation does provide otherwise. 


As DTCs, including the EU Transfer Pricing Convention and trade agreements, 
are international treaties and have to be interpreted according to general principles 
of international law, the arbitration boards have to apply international law. 


102 Wallance-Bruce, The Settlement of International Disputes (1998) 52 et seq. 
103 See next subchapter. 
104 See subchapter 3. 
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A comparison of all three arbitration procedures is found in the following table: 


EU TRANSFER PRICING | ARBITRATION CLAUSE | ARBITRATION UNDER 
CONVENTION UNDER DTC WTO 
Legal base Article 293 EC Treaty Article 25 OECD MC Article 25 DSU 


Nature of arbitration as supplementary dispute resolution technique to MAP: 
- arbitration as 
supplementary or 
alternative dispute 
settlement procedure 































as alternative dispute reso- 
lution technique to the 
Panel 






~ “two step approach” 
arbitration only ifthe mutual procedure failed to reach an 
agreement 
















> states can choose whether 
they will use arbitration or 
the Panel 


























Scope of arbitration 
- subject matter of disputes 






All international trade 
(WTO) agreements dispute, 
including both indirect and 
direct tax measures. 


All international income tax 

treaty disputes, including 
discriminatory indirect tax 
measures. 


Only transfer pricing 
disputes. 



















Initiation of arbitration 
procedure 
- optional submission or 
mandatory submission to 
arbitration 


At the moment mostly just 
optional 

(except a few exceptions) 

(optional post-dispute 

agreement to arbitrate) 














Mandatory 
(mandatory pre-dispute 
agreement to arbitrate) 


Optional 
(optional post-dispute 
agreement to arbitrate) 





















If MAP failed to reach an 
agreement within two 
years, state must request 
arbitration. General consent 

is enough to start 


Consequences of optional 


Besides general consent, 
and mandatory submission 


also additional special 

consent for arbitration is 
required. This means that 
states are not obliged to 


It requires additional 
special consent. 

Arbitration only (if) there is 

a special consent. 




















arbitration. start arbitration. 
Consent to arbitration by No Most DTCs require the No 
the taxpayer/enterprises consent of taxpayer. 
Constituting the Contains provisions on the Normally, it is up to Up to contracting states to 








agree on how to establish 
the arbitration board. 





arbitration board composition of the board. | contracting states to agree 
on how to establish the 


arbitration board. 























Up to contracting states to 
agree on the procedure. 


Normally, it is up to 
contracting states to agree 
on the procedure. 


Procedural rules Contains provisions on the 


procedure. 






















Arbitration award and the International law International law International law 


law to be applied by 
arbitration board 

















Yes 
if contracting states fail to 
reach mutual agreement 
within six months after the 
arbitration board has 
delivered its opinion. 


Binding arbitration award 








































In accordance with good 
faith and pacta sunt 
servanda, arbitration 
awards have to be 
implemented. Otherwise 
compensation and 
retaliation may follow. 


In accordance with good 
faith and pacta sunt servan- 
da, arbitration awards have 
to be implemented. To what 
extent this is possible 
mostly depends on the 
constitutional law of states. 


In accordance with good 
faith and pacta sunt servan- 
da, arbitration awards have 
to be implemented. To what 
extent this is possible 
mostly depends on the 
constitutional law of states. 


Implementation of 
arbitration award 
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3. Relation between Arbitration under Tax Treaty Law and the Multilateral 
Trade Law Dispute Settlement Procedures 


3.1 In General 


To determine the relation between arbitration as a dispute resolution technique 
under the bilateral income tax treaties and multilateral trade (WTO) agreements, 
we need to examine what the current relationship is between trade (WTO) and 
income tax agreements as such. With other words, these arbitration procedures 
may be used only for the subject matter of disputes arising from issues addressed 
by income tax treaties and trade agreements. Therefore, we need to examine what 
the scope of income tax agreements (arbitration clauses) is, on one hand, and trade 
agreements, on the other hand. 


Income tax agreements cover investment issues as well as some tax issues re- 
lated to trade in goods and services.'®° Tax treaties prevent double taxation as well 
as most forms of discrimination against foreigners covered by the treaties. How- 
ever, because of their bilateral nature, tax treaties do not do a good job of addressing 
predatory tax protectionism as embodied in production,'”° traditional'®’ and head- 
quarters'°* tax havens.'°? The trade agreements do a better job in this regard be- 
cause of their multilateral nature, but are generally limited to trade tax in issues 
concerning goods and exclude investment issues and, in some cases, also trade in 
services. Therefore, the trade agreements clearly apply only to production tax ha- 
vens.''® Tax and trade agreements share similar non-discrimination and national 
treatment provisions, but only trade agreements incorporate most-favoured-nation 
concepts.'!! 


0S Olin, How should trade agreements deal with income tax issues ?, 
http://www.law.umich.edu/centersandprograms/olin/abstracts/discussionpapers/200 | /avi- 
yonah.pap.PDF#search="TAX%20TREATIES%20AND%20WTO', 6 February 2006, 2. 

'06 In which there is a specific tax holiday or other type of tax benefit designed to attract foreign 
investors to set up production facilities in a host country. 

1°? Jurisdictions with little or no income tax that seek to attract foreign investors and financial 
service providers through the promise of no taxation and bank secrecy. 

08 Regimes designed to attract multinational enterprises to locate their headquarters in a juris- 
diction by promising no taxation (or no current taxation) of income derived from foreign 
subsidiaries. 

10 Jung, How far should the WTO reach income tax policies?, Journal of International Taxation 
2005, http://proquest.umi.com/pqdweb?did=8094 1 8391 &Fmt=4&clientld=37603&RQT= 
309& VName=PQD, |2 December 2005. 

110 Olin. How should trade agreements deal with income tax issues ?, 
http://www. law. umich.edu/centersandprograms/olin/abstracts/discussionpapers/200 | /avi- 
yonah. pap. PDF#search="TAX%20TREATIES%20AND%20WTO', 6 December 2006, 20. 

'1! Jung, Journal of International Taxation 2005, 
http://proquest.umi.com/pqdweb?did=8094 18391 &Fmt=4&clientlId=37603&RQT=309& 
VName=PQD, 12 December 2005. 
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Although it has been accepted that indirect taxes are more or less expressly 
covered by several of the WTO Agreements (e.g. Art. II] GATT),!! it is clear that 
trade agreements cover indirect tax measures. Consequently, all potential indirect 
tax disputes covered by WTO agreements may be resolved by arbitration under 
the WTO. On the other hand, it is also clear that income tax treaties cover interna- 
tional income/direct tax issues and that consequently all international direct tax 
treaty disputes covered by DTCs may be resolved by arbitration under tax treaty 
dispute settlement mechanisms. 


But, in contrast to above paragraph, it seems not to be absolutely clear whether 
DTCs deal also with indirect tax measures and whether trade agreements deal also 
with income (direct) tax measures. If they do, are they then complementary or 
potentially in conflict? May indirect (direct) tax conflicts also be solved by arbi- 
tration under DTC (WTO)? 


3.2 Possibility of Supplementary Arbitration Procedures within DTC for 
Indirect Tax Disputes 


Since Article 2 of the OECD MC (Taxes covered) refers to taxes on income 
and capital, the assumption is that indirect taxes are not in its scope at all. However, 
Article 24 (6) OECD MC (non-discrimination) includes a special provision on the 
taxes to which this clause apply. It states that “the provisions of this Article shall, 
notwithstanding the provisions of Article 2, apply to taxes of every kind and de- 
scription”. The rule therefore goes beyond the narrower scope of the DTC’s rules 
as the allocation of the right to tax.'!> This definition covers, e.g., also VAT, turn- 
over taxes, excise taxes, road taxes etc.!!4 


With regard to this, we can say that indirect taxes are, in addition to the WTO 
agreements, also covered by DTCs but only within and to the extent they can be 
found under the non-discrimination clause. Consequently, all potential discrimi- 
natory indirect tax measures covered by Article 24 (6) OECD-MC may also be 
resolved by arbitration under DTCs. 

In this context, it should be noted that some of these discriminatory indirect tax 
measures may also be covered by the rules of the GATT. This means that both 
DTCs and GATT cover them and that, consequently, both types of arbitration may 
be competent to solve the dispute. 


3.3 Possibility of an Alternative Arbitration Procedure within WTO for 
Direct (Income) Tax Disputes 
Since Paragraph | of Article III GATT refers to taxes on products, the assump- 


tion has always been that direct taxes, in particular income taxes, are not in its 
purview. However, the relative reticence of the WTO toward direct taxes does not 





112 Sorensen, Direct Taxation and the WTO Agreements, European Taxation 2002, 206 (206). 
113 Vogel, Klaus Vogel on Double Taxation Conventions (1997) 1335. 
114 Van Raad, Non-discrimination in International Tax Law (1986) 202. 
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mean that income tax policy does not have an effect on international trade.'!* 
principle, a protectionist policy can also be affected via the direct tax system. Tw 
categories may be distinguished. In the first category, the direct tax system hap 

to be the vehicle for a protectionist policy. An example is if expenditures for inputs 
are deductible only if the inputs are domestically-produced goods. This policy is 
not really different from allowing deductibility for all inputs, and levying an import 
tariff equal to the business tax rate. This particular policy could be applied to in- 
termediate goods, but not to final consumption goods. However, the individual 
income tax system could be used to generate a similar effect for final goods; im- 
agine a 10% individual income tax credit for domestically-produced automobile 
purchases. In the foregoing examples, the income tax system serves as the vehicle 
for offering a discriminatory tax advantage to domestically-produced goods.!!® 


In this regard, | take the position that trade agreements deal also with income 
(direct) tax issues.''’ Consequently, this means that direct tax conflicts, covered 
by WTO agreements, can also be solved by arbitration under the WTO. But, in 
contrast, the main question still remains: which direct tax conflicts can be solved 
by arbitration under WTO? All or just those not dealt with by income tax treaties? 
Broadly speaking, trade and tax agreements are complementary, because free trade 
requires single taxation of factor incomes, which is a goal of bilateral tax treaties.''* 
From my point of view, this is also true for arbitration under both dispute settlement 
mechanisms. Thus, the right way to answer the above question is to distinguish 
between strictly international income tax treaty disputes, on the one hand, and in- 
ternational trade (WTO) disputes, including both indirect and direct/income tax 
measures, not dealing within international tax treaties, on the other hand. 


In this respect, the WTO dispute settlement system, which now contains bind- 
ing arbitration procedures, cannot be applied to conflicts arising from the interna- 
tional income tax treaties,''? but I think it could apply to other potential income/ 
direct tax disputes that are not income tax treaty issues, if they are covered by WTO 
agreements. Such an approach is also followed by the OECD Commentary,'”° 


"5 Jung, Journal of International Taxation 2005, http://proquest.umi.com/pqdweb?did= 
809418391 &Fmt=4&clientlhd=37603&RQOT=309& VName=PQD, 12 December 2005. | 
''6 Olin, How should trade agreements deal with income tax issues ?, 
http://www. law.umich.edu/centersandprograms/olin/abstracts/discussionpapers/200 | /avi- 
yonah. pap. PDF #search="TAX %20TREATIES%20AND%20WTO', 6 February 2006, 4. 
This was also confirmed by the WTO dispute settlement system report (about the US tax 
treatment of foreign sales corporations — FSCs) in which it was established that rules on 
direct taxation may contravene WTO agreements, especially Agreement on Subsidies and 
Countervailing Measures (SCM), for more see Panel Report, United States — Tax Treatment 
for »Foreign Sales Corporations«, Recourse to Article 21.5 of the DSU by the European 
Communities, WT/DS108/RW, adopted 29 January 2002, as modified by the Appellate Body 
Report, WT/DS108/AB/RW. 
118 Olin. How should trade agreements deal with income tax issues?, 
http://www. law.umich.edu/centersandprograms/olin/abstracts/discussionpapers/200 I /avi- 
yonah.pap. PDF #search="TAX%20TREATIES%20AND%20WTO', 6 February 2006, 1. 
119 Ziiger, Arbitration under Tax Treaties, 25. 
120 OECD MC Commentary, Art. 25 (par. 44.6, 44.7). 
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which clearly determines that the conflict settlement methods provided for in the 
tax treaty will be applied to disputes relating to the tax treaty and that the WTO 
dispute settlement mechanism will not be involved!?! in settling this kind of con- 


flict. A contrario this means that for all other direct/income tax conflicts it might 
be. 


3.4 Arbitration to be Used 


As we can see from the above chapters, there could primary be a conflict wheth- 
er the disputed tax measure falls within the scope of a DTC or trade agreement!”” 
at all (or maybe within the scope of none of them) and, consequently, whether 
arbitration as a dispute settlement mechanism under tax or trade agreements may 
be used to solve the conflicts (in contrast, we saw that some discriminatory tax 
measures also fall under both tax and trade agreements). In today’s world this could 
be quite important because the distinctions between trade, investment and tax 
agreements are becoming increasingly blurred. The prominence of the trade-in- 
services negotiations of the Uruguay Round, and the growing presence of foreign 
direct investment has brought to the surface how taxation of factor incomes can 
constitute a tax barrier to free trade. Furthermore, increasing competition for for- 
eign direct investment has led to considerable growth in fiscal incentives and these 
may be distorting.!?5 

However, the OECD Commentary states that disputes over whether a measure 
is covered by the tax treaty, which can thus be excluded from the scope of the trade 
agreements, must be exclusively settled by means of the MAP in the tax treaty. If 
the measure is not covered by the DTC, I assume that arbitration under the WTO 
can be used to resolve the conflict, if the disputed measure is covered by WTO 
agreement (s). 


4. Supplementary Income Tax Treaty Arbitration and Alternative WTO 
Arbitration as Useful and Effective Instruments for Resolving Interna- 
tional Tax and Trade Disputes 


To consider one arbitration procedure as a useful and effective instrument we 
need to examine the initiation of arbitration procedure. In other words and as men- 
tioned in the last paragraph of introduction, only mandatory pre-dispute agree- 
ments to arbitrate ending with a final and binding resolution may be seen as useful 
and effective instruments for resolving international tax and trade disputes. 





121 Mexico is pursuing similar objectives with clauses agreed in the tax treaties with Venezuela 
and Ireland. Under these clauses, tax measures by the contracting States are to be evaluated 
only according to the rules of the tax treaty and not under trade and investment protection 


treaties concluded between these States. 

OECD MC Commentary, Art. 25 (par. 44.2). 

Olin, How should trade agreements deal with income tax issues?, . | 
http://www.law.umich.edu/ centersandprograms/olin/abstracts/discussionpapers/200 | /avi- 
yonah.pap.PDF#search="TAX%20TREATIES%20AND%20W TO, 6 February 2006, 1. 
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There is a big difference between international tax and trade dispute settlement 
mechanisms as such. Multilateral trade (WTO) law dispute settlement proce- 
dures, and without alternative arbitration (Art. 25 DSU), provide effective mech- 
anism to resolve the international trade conflicts already in the Panel. As | men- 
tioned above, the Panel provides a “time-table” procedure with a final and binding 
adjudication.'** The WTO dispute settlement system has so, not surprisingly, be- 
come the most important international tribunal, enjoying compulsory jurisdiction, 
which distinguishes it from most international tribunals such as the International 
Court of Justice (and also from all optional arbitrations in tax treaties), where ju- 
risdiction can be exercised only with parties to the dispute.'*° In contrast, the in- 
ternational income tax treaty law dispute settlement procedure, from my point 
of view, does not offer an effective mechanism to resolve the international tax con- 
flicts: disputes between contracting parties about the application or interpretation 
of tax treaties are resolved only by non-binding bilateral negotiation process be- 
tween parties to a tax treaty. Nevertheless, although there are a few bilateral tax 
treaties that provide for a “two-step” approach with a final arbitration, it is impor- 
tant that these arbitration clauses are not mandatory. Unfortunately, they are almost 
always just optional.'?° It is true that the optional arbitration procedure represents 
a positive development as compared to the MAP, but from the taxpayer's perspec- 
tive, there is a real danger that this development will remain theoretical, since the 
competent authorities are not obliged to commence the arbitration. Therefore, | 
would say that unless tax treaty arbitration clauses provide for mandatory submis- 
sion to arbitration!2’ in all tax treaty disputes in the way as the EU Transfer Pricing 
Convention does, with a final and binding resolution, we will not be able to say 
that income tax treaty arbitration can be considered a useful instrument for resolv- 
ing all international tax disputes arising from issues dealing with income tax trea- 
ties. 


\24 Nevertheless, at the moment generally private persons have no right to initiate procedure 
nor to rely on the decision. 

125 “Compulsory jurisdiction” means that when a member files a complaint with the WTO Dis- 
pute Settlement Body, the Panel is established unless all WTO members agree otherwise 
(“reverse consensus” rule). Since at least the complaining party will vote for the Panel, it 
is established automatically. In contrast, the International Court of Justice (ICJ) cannot ex- 
ercise jurisdiction unless both parties (complainant and respondent country) agree to refer 
the matter to the ICJ ( “consensual” jurisdiction), e.g. the DTC between Germany and Swe- 
den. 

126 However, private citizens do have greater rights under tax treaties than under WTO agree- 
ments. More specifically, there is a taxpayer initiation process for the MAP and, perhaps 
more relevantly, as tax treaties become part of domestic law, the taxpayer can invoke the 
treaty terms as part of domestic law and get a court decision that effectively binds the State. 
For more about this see: Daly, The WTO and Direct Taxation, http://www.wto.org/english/ 
res e/booksp_e/discussion_papers9 e.pdf, 23 March 2006, 21. 

12? Bricker, Arbitration Procedures in Tax Treaties, A First Israeli Tax Treaty Includes an Arbi- 

tration Clause — But Do Such Clauses Really Matter?, /ntertax 1998, 97 (105). 
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V. Conclusion 


Under the current process for resolving international tax treaty disputes it is 
very important to ensure that income tax treaty disputes are (will be) satisfactorily 
resolved with a final and binding arbitration, particularly in the light of develop- 
ments in other areas of the law, such as international trade law. Since non-tax bar- 
riers to trade and investment are eliminated, tax issues assume greater and greater 
importance, particularly in light of globalization. Dispute resolution procedures 
(e.g. the Panel in the WTO) are already being implemented in the trade context. 
This leads to a final and binding conclusion to trade disputes, and there will un- 
doubtedly be pressure to extend the scope of these procedures to tax questions. 
The impact of unresolved tax disputes on trade and investment is undeniable, and 
any weaknesses in the treaty-based mechanism for international tax dispute reso- 
lution invites the expansion of trade-related mechanisms. Both the private sector 
and the states involved have an important stake in improved tax treaty dispute res- 
olution techniques. From the private sector point of view, the possibility of unre- 
solved disputes in matters governed by tax treaties can distort patterns of trade and 
investment and lead to increased administrative and compliance costs. Similarly, 
all governments lose when unresolved tax disputes inhibit effective tax adminis- 
tration. 


For all of these reasons it is necessary to shift from the optional arbitration 
provisions incorporated in most current tax treaties to the binding dispute resolu- 
tion mechanism with a mandatory submission to arbitration. Only this approach 
will ensure the final resolution of all international income tax treaty disputes. 
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